AR76 Winspear Business Reference Library 
University of Alberta 


1-18 Business Building 
Edmonton, Alberta T6G 2R6 


Westport 


INNOVATIONS INe. 


Leading the Change 


For Healthier, ae 
Cleaner Cities 


Mobile sources, such as diesel buses and trucks, are a predominant 
source of air pollution affecting the 16 million residents of California's 
South Coast Air Quality Management District (GCAQMD). Diesel exhaust 
includes over 40 substances that are listed by the U.S. Environmental 
Protection Agency as hazardous air pollutants and by the California 

Air Resources Board as toxic air contaminants. 
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In June, Washington Metropolitan Transit Authority Refuse haulers and street washers 
(Metro) had a repeat order for 150 Cummins powered by Cummins Westport 
Westport C Gas Plus engines. Upon delivery, 309 engines will soon be operating in 
buses—or 99% of Metro's natural gas bus fleet-— Paris, France. 


will run on Cummins Westport engines. 
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Xian is one of eight Chinese cities where over 2,000 
Cummins Westport engines are in service. 


The quality of the air we breathe is fundamental to the quality of life in our 
cities. But with population growth, industrialization, and increased vehicle use, 
urban air pollution around the world is reaching dangerous levels. 


Cities and governments recognize the need to act. They are calling for sus- 
tainable solutions to improve air quality and reduce greenhouse gas emissions. 
Westport is responding to this need, by providing real-world, economical, and 
reliable solutions with our engines and technologies. 


In 5 continents, 18 countries, and 50 cities, our engines are powering trans- 
port for millions of passengers and tonnes of freight every year. Cities as diverse 
as Beijing, Washington D.C., Cairo, Los Angeles, and Paris have invested in 
our engines for their transit and refuse fleets. 


Over 5,000 Cummins Westport engines on the world’s roads today are 
helping clear the air. Each year, use of our engines reduces over 1,800 
tonnes of nitrogen oxides and 100 tonnes of particulate matter. 


Our engines are making a difference in the air quality of cities today. 


Toronto has one of the 
highest levels of nitrogen 
dioxide among the world's 
major cities, according to a 
new study by Toronto's 
Public Health Department 
The study identifies the 
city's transportation sector 
as the most significant 
source of air pollution and 
estimates that five air pollu 
tants contribute to about 
1,700 premature deaths 
6,000 hospital admissions, 
and 12,000 cases of child- 


hood bronchitis every year 


With Innovative 


Partners sa 


“SR 
i 


7 Westport 
Be isssvensnn i 


| Gusyy 


1N313972 
OT 247765 
U 044540 
A 821277 


Five ISX-G trucks operated by Challenger Motor Freight In September 2003, the world's first direct-injection, diesel-cycle, 
of Cambridge, Ontario will be demonstrated along mono-fuel, CNG-powered Isuzu-Westport ELF light duty truck 
Ontario's Highway 401 corridor, as announced by competed successfully at the Michelin Challenge Bibendum 2003, 
Rick Whittaker, VP, Investments, Sustainable capturing one silver and two gold awards. 
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Beijing Public Transportation 
Company's use of Cummins 


Changing entrenched methods of transportation takes time, effort and cooperation. But in 
order for transportation to be sustainable, change is necessary. We believe that the risks and 
costs associated with change are manageable with the help of our clean engine technologies. 


Providing innovative technologies for reducing emissions and reducing dependence on oil is 
just the beginning. With our partners, we are committed to delivering complete solutions that 
guarantee economical and reliable operations in day-to-day service. Apart from the measurable 
environmental benefits of our products, customers are realizing savings in fuel and maintenance 
costs. Today, manufacturers worldwide are choosing our engines for their vehicle platforms. 


Over the next decade, we will continue to deliver even better products on all fronts—better 
price/performance, better reliability, and better environmental footprint. 


Our partners are helping make our business plan a reality. We have built strong relationships 
with government agencies, manufacturers, and industry partners who contribute their 
expertise and resources. The world's leading engine and vehicle manufacturers are working 
with us to create new pathways to future clean engine technologies. We share a common 
objective: to create near-term solutions for sustainable transportation. 


Together, we are changing the way the world moves people and goods. 


Westport engines in over 2,000 
buses has made it a leader among 
the world’s cleanest vehicle fleets. 
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The world faces serious energy and environmental challenges in the 21st 
century. Global oil demand, particularly for transportation, is rising rapidly 
and reliance on OPEC is increasing. New reserves remain extremely 
expensive and difficult to prove and develop. By 2025, worldwide use of 


oil is forecast to rise to well over 100 million barrels a day from today's 80 Westport employs a globally 
million barrels a day. respected team of profession 
/ als who are committed 
How much longer can we sustain this unrestrained growth and consump-_ Bee aieveneer nomi Nika! 


A . = ean responsibility. We promote 
tion without seriously compromising future resources? 


innovation, respect, and 


cooperation as well as ethical 


At Westport, we believe sustainable transportation is not only possible; Bae onc lecienteluck 
it is inevitable. We see a future where global transportation is fuelled within our workplace. 

_ by clean and renewable energy. With our expertise in natural gas and 

hydrogen blends, we are leading the way to this future. 


_ And as we build our strong, global enterprise, we strive to balance economic, 
environmental, and social objectives and integrate them into our daily oper- 
ations and business decisions to create a safe and healthy environment for 
our employees and for the communities we live in. 


Our long-term vision is clear: to create a better world through innova- 
tive energy solutions. 
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Our company was founded eight years ago with the goal of establishing 


a world-class engineering enterprise focused on reducing emissions 
from diesel engines. We are well along the path to realizing these goals 
and to making the transition from the “startup” phase to a sustainable, 
operating business with global growth prospects. 


This is an exciting time for us. Aside from our technological and 
business achievements, we take pride in our contribution to cleaner air 
around the world. With more than 5,000 trucks and buses on the roads 
with Cummins Westport engines, we are reducing emissions every year 
by more than 1,800 tonnes of NOx, and 100 tonnes of particulates, 
as well as achieving significant reductions in other air pollutants. 


It's been a very busy year for us. Our annual report gives us an oppor- 
tunity to reflect on the progress in our business over the past year, 
and to talk to you, our valued shareholders, about milestones we have 
achieved and the challenges we are addressing. 


We have made historic progress building our company this year. The 
most significant development was signing the new joint venture and 
technology partnership agreements with Cummins, Inc., one of the 
worlds’ largest and most successful manufacturers of diesel engines. 
This new relationship is permanent, exclusive, and global. It reaffirms 
Cummins' commitment to the natural gas engine business we share, 
and validates our role as the industry leader in natural gas and 
hydrogen engine design and marketing. The Cummins Westport (CWI) 
joint venture is structured as a partnership of equals: starting January 
1, 2005 we each share 50:50 in the revenue and profits from the sale 
of CWI products. 


We began work with Cummins over three years ago with a commitment 
to investigate a wide range of technologies and market opportunities 
around the world, and in the process we invested more than US$50 
million in technology and market development.This work was com- 
pleted last year and the results were incorporated into a long term 
business plan for Cummins Westport Inc. The new CWI business plan 
has clear and unambiguous goals: break even in calendar '04, grow 
and generate positive cash flow in 2005, and aggressively pursue inter- 
national growth opportunities over the next three years. CWI will focus 
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initially on urban truck and bus opportunities, with engines in the 150 
- 350 hp range. We believe it will do very well, and it is off to a great start. 


In our last quarter of fiscal 2004, CWI hit the ground running with 
a strong and dedicated team and the world's widest range of 
low-emissions natural gas and propane engines for trucks and buses. 
The future looks promising for this venture, with satisfied customers, 
local alliances in India and China, and access to Cummins’ global man- 
ufacturing, service and distribution network. We were very pleased 
with the pace that CWI set in its first fiscal quarter as the new joint 
venture, as it managed to outpace analyst expectations by turning 
a million-dollar profit. Although quarterly results are certainly going 
to be variable over the next year or two because of the effect of 
timing of large shipments, we think this is a great way to kick off our 
new venture. 


CWI is a unique venture, but its business is actually quite simple to 
understand. It has the exclusive rights to design, have manufactured, 
and sell natural gas and propane engines for transportation applications 
using Cummins plants and distribution channels worldwide. It has its 
own executive management and research and development team to 
develop and support its products, and a dedicated marketing and sales 
staff who work with the Cummins sales and service teams around the 
world. It has established leadership in large market opportunities, and 
is selling engines profitably today. Because CWI can leverage the exist- 
ing Cummins infrastructure and doesn't need to build new plants or 
distribution channels as it grows, it can be scaled to a very large size 
as quickly as the market demands. As a result, CWI is potentially very 
profitable if the market demand for natural gas engines grows as 
quickly as we hope. 


The precedent we have established with Cummins is, we believe, a 
good one. Our entrepreneurial focus and instincts and advanced 
technologies match the global reach and the manufacturing capa- 
bilities of Cummins. This partnership will generate benefits for both 
of us. The unique structure and nature of our Cummins relationship 
may act as a template for other strategic alliances with global OEM's 
in the future. 


Last year's milestones and looking ahead 


Last year we told you that we were ready to begin re-configuring our 
business in order to reach sustainable cash flow and profitability. This 
meant that we needed to, at least temporarily, reduce our focus on 
long-term technology-driven opportunities in favour of shorter-term 
revenue generating opportunities. We had to focus on disciplined 
targeting of the best opportunities and stringent operational cost man- 
agement. This is a very significant challenge for any new technology 
company and it is always a difficult phase. Although we have not yet 
finished this work, we made tremendous progress this year towards 
our goal of profitability next year (in fiscal 2006.) 


In last year's report we told you we were focused on five specific 
operational goals. We've reprinted these goals in italics, below, with 
our performance report. These were tough challenges and we are proud 
of our achievements. 


1. Continue to manage our transition from a development company 
into a financially strong, growing and profitable business. 


* Our burn rate will drop; cash invested in operations and capital 
equipment will fall by 30% 


* Our EPS loss per quarter will show a clear trend toward profitability 


* Total consolidated revenue will grow by at least 20% over fis- 
cal 2003 (to $30 million) 


We fully achieved, and exceeded, all of our financial goals for the year. 
This was unexpectedly difficult because of the surprising strength in 
the Canadian dollar, which meant that sales needed to grow even faster 
in US dollar terms if we were to hit our Canadian dollar target. In fact 
shipments increased by 42%, and total revenue grew by 45% in US 
dollars. When translated to Canadian dollars, revenue grew by 32% 
to $32.4 million. During the year, our cash invested in capital equip- 
ment and in operations, before changes in working capital, decreased 
by 35% and by the fourth quarter, our cash use in operations, 
before any working capital or capital equipment (which was bank 
financed) came in at $3.4 million. This was almost 30% better than 
our target of $5 million. Earnings per share in the fourth quarter was 


President and Chief Executive Officer 


David Demers (L) 


Dr. Michael Gallagher 
Chief Operating Officer 


10 cents per share loss compared to 22 cents loss per share in the same 
quarter of the prior fiscal year. 


2. Diversify our markets and technologies through expanded geo- 
graphic coverage, new customer segments, new strategic partners, 
and the launch of both new and improved products. 


CWI shipped engines to a number of new countries for the first time, 
reached commitments to produce engines in both India and China, 
and made sales into South America, Europe and the Middle East. The 
SARS crisis in China materially hurt our expansion there, especially in 
the early part of the year, as our Chinese public transit customers saw 
their business decline significantly. As this crisis abated, sales began 
to pick up late in 2003 and during the year we shipped to eight cities. 


3. Strengthen Westport's technological leadership in the area of clean 
gaseous-fueled engines. 


° Hydrogen-blended CNG, which we believe will be an important 
development 


¢ Hydrogen direct injection engines 


¢ Evaluate and demonstrate new emissions control concepts to meet 
2007-2010 standards 


Two CWI B Gas Plus engines fuelled by hydrogen compressed nat- 
ural gas blended fuel (HCNG) are running in revenue-generating 
transit buses in a demonstration for SunLine Transit in Palm Springs, 
California. These engines provide equal power, torque, and efficiency 
of the B Gas Plus running on natural gas but with 50% lower NOx 
emissions. Westport's SunLine project is the most comprehensive and 
practical demonstration of HCNG-fuelled buses ever achieved. We 
recently announced an exciting new demonstration of up to five HCNG- 
fuelled transit buses here in Vancouver which may also include 
deploying a number of hydrogen-powered light duty vehicles. 


Our research programs with BMW and Ford are active and advanc- 
ing the state of direct injection for hydrogen engines. Our advanced 
hydrogen injector design incorporates Westport's patented and 
proprietary high-pressure direct injection technology (“HPDI"). 


We are also collaborating with the world's top-ranked universities and 


laboratories on using hydrogen and hydrogen-blends in vehicles. 


We achieved major technical milestones in emissions control concepts 
to meet 2007-2010 standards without compromising torque and 
efficiency. Our development work has resulted in NOx emissions of 
1.2 g/bhp-hr on the Cummins ISX-G engine, which is 40% lower than 
the most modern diesel engine. PM emissions are 70% lower. We 
also concluded an NREL-funded project that demonstrated NOx 
levels of 0.6 g/bhp-hr. for the first time, in a research environment. 
Possible follow-on demonstrations of 1.2 and 0.2g bhp-hr NOx 
technology are currently being discussed with our partners, and 
we are making good progress toward demonstrating these lower 
target levels. 


Our HPDI technology has also taken a great leap forward in terms 
of reliability, manufacturability and durability. We plan to deploy 5 
new HPDI trucks with ISX-G engines on the road under our Canadian 
Highway 401 Corridor project in early 2005. These engines will be 
among the cleanest trucks available in the world, and will maintain 
high performance with a rating of 450 hp and 1,650 lb-ft torque. 
We are seeking partners in California, Washington, and Texas to 
accelerate development and demonstration of this next generation 
1.2 g/bhp-hr NOx technology, and to advance our technology 
development and research programs. 


Many other funded technology, market development and demon- 
stration programs are also underway to help advance our technology 
leadership and market acceptance of alternative fuels. 


4. Maintain the introduction schedules of new CWI engine products, 
including the B Propane Plus, the L Gas Plus, and the 400 horse- 
power and the 450 horsepower versions of the ISX-G. 


5. Expand international opportunities in the Americas, Europe 
and Asia. Further develop local manufacturing relationships to 
enable enhanced future penetration of the Indian and China 
engine markets. 


The B Propane Plus was successfully launched, and the L Gas Plus is 
on track for launch in 2004. At 320 horsepower, the L Gas Plus is CWI's 
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most powerful natural gas engine. This engine will further drive 
penetration gains within both heavy-duty, transit and refuse markets. 


At the end of 2003, CWI decided that international markets for urban 
truck and bus engines, such as China and India, were more attrac- 
tive in the near term, and less costly to access, than the prospects for 
LNG heavy-duty truck engines in North America. CWI successfully 
negotiated agreements in China and India to advance its efforts to 
produce CWI engines locally in each country, and resources have 
been directed to a new engine product, the B Gas International, which 
will be an engine that can be built in Cummins facilities around the 
world. The Cummins ISX-G, our heavy-duty truck engine, will con- 
tinue to be available for limited market demonstrations, such as the 
401 Corridor project in Ontario in spring 2005, but there will be no 
commercial launch until market demand and resources permit. Since 
CWI did not take up its option to launch the ISX-G this year, by our 
prior agreement, all HPDI intellectual property rights have reverted 
to Westport, and Westport is free to seek other commercialization 
partners for this market. 


Milestones and prospects for fiscal 2005 


The world has changed dramatically since we first began to do our 
work at Westport. There is new awareness that air pollution in our 
cities is having an alarming economic, social and health impact 
around the world. Increasingly, people are concerned about climate 
change and taking steps to slow it down. And China will soon become 
the second largest importer of oil in the world, after the United States, 
which has prompted energy analysts to calculate the impact that large, 
fast-developing economies like India and China will have on global 
energy markets. The status quo is simply not sustainable. 


At Westport, we believe that all three problems—environmental 
improvement, energy security and economic growth, can be 
materially improved by moving to low-carbon fuels like natural gas 
or hydrogen in the transportation sector. This is not a simple transfor- 
mation. We are at the center of a fascinating convergence of energy, 
environment, economic development and industrial renewal 
issues. These are global challenges that will transform our lives 
and those of our children and grandchildren over the next decades. | 


We sincerely and passionately believe that our technologies and our 
work will be important contributors to these debates, and their solu- 
tions, and that we can build a strong, global business in the process. 


But our first priority is to finish our work of building a sustainable 
business—one that can make these important contributions to 
global progress and sustainability. Our goals for fiscal 2005 are: 


1. Increase CWI's unit shipments by at least 20% to over 1,500. 
2. Manage CWI to break even or better for the Westport fiscal year. 


3. Continue to decrease annual cash operating burn rate by at least 
another 30% this year compared to fiscal 2004, from over 
$25 million to $17.5 million. 


We will continue to invest in technology leadership and diversifica- 
tion initiatives, and our focus will be on projects and programs with 
the highest near term potential. We will also focus on confirming 
co-investment funding from partners, government agencies and 
revenue-generating activities so that Westport's investment rate 
will drop by the end of the year, to position us for a self-sustaining 
and profitable fiscal 2006 and beyond. 


We will continue to lower expenses and increase operating margins. 
We are absolutely committed as a management team to complete 
our transformation from an R&D company to a growing, commercial, 
profitable enterprise. 


With our prior obligations to Cummins and CWI completed, 
Westport has also been able to step back to reassess market 
_ Opportunity, market timing, and our capabilities so we can 
determine where we can invest to create the most value for 
shareholders. We have prioritized our initiatives for fiscal 2005 and 
we are investing at a pace that meets both our market-timing 
priorities and most efficiently uses existing funding. 


Our priorities for investment today are contained in four major 
initiatives: 


1. Heavy Duty highway trucks, as we lead up to very challenging late- 
decade emissions challenges for diesel trucks in the United States. 


2. Medium-duty trucks with Isuzu, to be globally marketed. 


3. Commercial vehicles in Western Europe. 
4. Hydrogen (and hydrogen/CNG blends) engines. 


In each case, we believe there are very large long-term opportunities 
for our company, but we also need to pursue the opportunities 
that are nearest to maturity and the ones that have the most 
committed partners. 


We can only reach our goals the hard way by selling one customer 
at a time on the benefit of our ideas, and then delivering products 
that actually deliver on those hopes. Our reputation for integrity, 
customer support and service is going to be as much a part of our 
future success as our reputation for leading edge technology. We 
have a committed and disciplined team working hard at these 
goals and we're making what we believe is very important and 
visible progress. 


Thank you for your commitment and continued support and we look 
forward to seeing many of you at our annual meeting, to be held in 
Vancouver on September 9, 2004. 


TM G attefpor 


David R. Demers Dr. Michael Gallagher 


President and Chief Operating Officer 
Chief Executive Officer Westport Innovations Inc. 
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Management's Discussion and Analysis 


This management's discussion and analysis of the financial results of Westport Innovations Inc. (“Westport”) for the year ended March 31, 2004 should 
be read in conjunction with, and is qualified by, the consolidated financial statements and related notes for the year ended March 31, 2004 (“the Financial 
Statements”), which have been prepared in accordance with Canadian generally accepted accounting principles (“GAAP”). Reference should be made 
to Note 19 of the Financial Statements for a reconciliation of Canadian and U.S. generally accepted accounting principles. All of the information 
presented herein is expressed in Canadian dollars, unless otherwise stated. Certain prior year amounts have been reclassified to conform to the current 
year presentation. 


This report contains forward-looking statements, including statements regarding the future success of our business and technology strategies and future 
market opportunities. These statements are neither promises nor guarantees, but involve known and unknown risks and uncertainties that may cause 
our actual results, levels of activity, performance or achievements to be materially different from any future results, levels of activities, performance or 
achievements expressed in or implied by these forward looking statements. These risks include risks related to our revenue growth, operating results, 
industry and products as well as other factors discussed below and elsewhere in this report. Readers should not place undue reliance on any such 
forward-looking statements, which speak only as of the date they were made. We disclaim any obligation to publicly update or revise such statements 
to reflect any change in our expectations or in events, conditions or circumstances on which any such statements may be based, or that may affect the 
likelihood that actual results will differ from those set forth in the forward looking statements. 


Additional information relating to Westport, including our Annual Information Form, is on SEDAR at www.sedar.com. 


This management discussion and analysis is dated May 27, 2004. 


BUSINESS OVERVIEW 

We are engaged in the research, development and marketing of high performance, low-emissions engine and fuel systems which use gaseous fuels such 
as natural gas, propane or hydrogen. We expect strong demand for these products for transportation, power generation and industrial applications because 
of the performance, emissions characteristics and life-cycle costs when compared to alternatives now available or known to be under development for 
these applications. Our strategy is to continue to develop our technologies and products in cooperation with the world's leading engine manufacturers. 
To date, we have established cooperative fuel system development programs with a number of automotive companies such as Isuzu, MAN, Ford and 
BMW and one commercial joint venture, Cummins Westport Inc. (“CWI”), with Cummins Inc. (“Cummins”), a global power leader in engines, power 
generation and other related technologies based in Columbus, Indiana. 


Fiscal 2004 was both a challenging and rewarding year for us as we focused on giving permanency to CWI and on restructuring our program invest- 
ments to better match available funding from governments and partners. On December 16, 2003, we signed a Technology Partnership Agreement with 
Cummins and amended our joint venture agreement (“the Amended JVA"). As part of the Amended JVA, Cummins converted their preferred shares 
in CWI to common shares effective January 1, 2004, thereby giving permanence to CWI. The Amended JVA also gives CWI the mandate for develop- 
ing markets and products for alternative fuel engines for automotive applications and globally where market conditions support natural gas applications. 
Current CWI products on the market or under development are primarily lean-burning, spark-ignited engines for shuttle, transit and truck applications. 
Geographically, CWI's revenues are derived mainly from North America with the majority of its non-North American sales derived from China. 


Westport currently operates in one operating segment, which involves the research and development and the related commercialization of engines and 
fuel systems operating on gaseous fuels. Our share of the assets, liabilities, revenue and expenses of CWI are disclosed separately in note 15 of our 
financial statements. 


CRITICAL ACCOUNTING POLICIES 

Financial statement preparation requires that we use estimates and assumptions that affect the reported amount of assets and liabilities as well as rev- 
enues and expenses. Our accounting policies are described in note 2 to our Financial Statements. Our accounting policies related to long-term investments, 
depreciation and amortization of equipment, furniture and leasehold improvements, intellectual property and warranty liability are critical accounting 
policies that are subject to significant estimates and assumptions regarding valuation, future cashflows generated from existing assets, product quality 
and future warranty claims. The following policies are impacted significantly by judgments, assumptions and estimates used in the preparation of our 
consolidated financial statements. 


Long-term Investments 

We account for long-term investments using the equity method to the extent that it has significant influence over the investee's strategic operating, 
financing and investing policies. All other long-term investments are accounted for using the cost method. Long-term investments are reduced to market 
value only to the extent that the loss in value is other than temporary. In determining market value for its long-term investments, which are privately 
held companies, we use assumptions around future cashflows from the investments, recent equity transactions involving its investees and current 
financial performance of the investees to determine fair value. 


Our investment in CWI is accounted for using the proportionate consolidation method. As further discussed in note 15 of the financial statements, 
we proportionately consolidate CWI's assets, liabilities, revenues and expenses. Under the terms of the Amended JVA, effective January 1, 2005, our 
economic interest and proportionate share of those assets, liabilities, revenue and expenses will decrease from 100% to 50%. 
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Equipment, Furniture, and Leasehold Improvements and Intellectual Property 

Generally accepted accounting principles in Canada require that we consider at the end of each accounting period whether or not there has been 
an impairment in our long-lived assets, such as equipment, furniture and leasehold improvements and intellectual property, whenever events or changes 
in circumstances indicate that the carrying value of the assets may not be recoverable. When quoted market values are not available, we use the expected 
future cashflows discounted at a rate commensurate with the risks associated with the recovery of the asset as an estimate of fair value to determine 
whether or not impairment has occurred. 


Warranty Liability 

Estimated warranty costs are recognized at the time we sell our products and included in cost of revenue. We use historical failure rates and cost to repair 
product defects during the warranty period together with information on known products to estimate the warranty liability. The ultimate amount payable 
and the timing will depend on actual failure rates and the actual cost to repair. Since many of our products are new to the market and the majority of 
our engines are still under warranty, historical data may not necessarily reflect actual costs to be incurred and exposes us to the potential for significant 
positive or negative fluctuations in the warranty liability. 


CHANGES IN ACCOUNTING POLICY 


Impairment of Long-Lived Assets 

Effective for the fiscal year beginning April 1, 2003, we adopted the recommendations in CICA Handbook Section 3063 — “Impairment of Long-Lived 
Assets", which requires us to review for impairment of long-lived assets, including equipment, furniture, and leasehold improvements and intellectual 
property whenever events or changes in circumstances indicate that the carrying amount of the assets may not be recoverable. If such conditions exist, 
assets are considered impaired if the sum of the undiscounted expected future cashflows expected to result from the use and eventual disposition of 
an asset is less than its carrying amount. An impairment loss is measured at the amount by which the carrying amount of the asset exceeds its fair value. 
When quoted market prices are not available, we use the expected future cashflows discounted at a rate commensurate with the risks associated with 
the recovery of the asset as an estimate of fair value. Prior to April 1, 2003, the amount of the impairment loss was determined as the difference between 
the carrying value and undiscounted cashflow from use. Adoption of these recommendations had no impact on prior periods presented. 


Revenue Recognition of Parts 

Prior to January 1, 2004, parts revenue represented the margin on aftermarket engine parts sales for engines sold by CWI. Pursuant to the Amended 
JVA, effective January 1, 2004, CWI is responsible for the pricing, marketing, warranty, order fulfillment and supplier selection of the aftermarket parts 
unique to its spark-ignited engine product line. To reflect these operational changes, CWI has prospectively disclosed parts revenue and cost of revenues 
on a gross basis for financial reporting purposes effective January 1, 2004. 


Stock Option Expense 

Effective April 1, 2004, as required by new Canadian accounting standards, we will be expensing all stock options including options to employees 
on a modified prospective basis where opening retained earnings will be adjusted for amounts previously disclosed in fiscal 2003 and 2004 notes. Prior 
periods will not be restated. 
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RESULTS FROM OPERATIONS 


Selected Statements of Annual Operations Data for Fiscal 2002 to 2004 


Fiscal Year ended March 31 Fiscal Year ended March 31 

2004 2003” 2002” 2004 2003” 2002” 
(in thousands of dollars, except for per share amount and units shipped) as a % of revenue 
Units shipped 1255 884 1,161 
Total revenue 32,430 24,635 31370 100% 100% 100% 
Cost of revenue 22,516 16,620 23,906 69% 67% 76% 
Gross margin 9,914 8,016 7,465 31% 33% 24% 
GM % 31% 33% 24% 
Research and development 26,090 37,852 38,162 80% 154% 122% 
General and administrative 6,227 5,907 8,665 19% 24% 28% 
Sales and marketing 6,213 5,426 2,895 19% 22% 9% 
Foreign exchange loss / (gain) (1,023) (1,289) 480 -3% -5% 2% 
Amortization 6,861 6,683 5,704 21% 27% 18% 
Bank charges and interest 308 339 343 1% 1% 1% 
Loss before undernoted 34,763 46,902 48,785 107% 190% 156% 
Interest and investment income _ 718 1,872 1,724 2% 8% 5% 
Loss / (earnings) from equity investments 0) 675 (365) 0% 3% -1% 
Writedowns, restructuring and other 3,677 2,804 3 11% 11% 0% 
Net loss 37,722 48,510 46,693 116% 197% 149% 
Net loss per share — basic and diluted 0.64 0.95 1.06 


(1) Certain comparative figures have been reclassified to conform with the basis of presentation adopted in the current year. 


(2) Fully diluted loss per share is not materially different from basic loss per share as the effect of stock options, warrants and 
performance share units would be anti-dilutive. 


Overall, our loss for the year ended March 31, 2004 was $37.7 million or $0.64 per share, down 22% from the prior year loss of $48.5 million, or $0.95 
per share. The decreased loss for the year was the result of a 24% increase in gross margin from product and parts revenue ($1.9 million) resulting from 
higher sales volumes, decreased research and development costs ($11.8 million) offset by increased general and administrative costs ($0.2 million), increased 
sales and marketing costs ($0.8 million), decreased interest and investment income ($1.2 million) and increased write downs and restructuring costs in 
the year ($0.9 million). Total revenues surpassed our goal of 20% year over year growth and grew by 31.6% from $24.6 million to $32.4 million on 
unit growth of 42% (1255 units compared to 884 in the prior year). The discrepancy between the unit growth percentage versus the dollar growth 
percentage is attributable to the average 13% decrease in the US dollar over the year as CWI revenues are denominated in US dollars. 


During the year, we determined that the market for our Westport cycle ISXG engine was not developing as quickly as anticipated. Accordingly, we deferred 
our product launch, resulting in personnel reductions and the write down of assets related to the launch. Restructuring costs of $0.46 million and a write 
down of $3.2 million for equipment, furniture and leasehold improvements associated with the launch were taken in the third quarter. In fiscal 2003, 
we took restructuring charges of $1.4 million related to strategic and operational workforce reductions. 


Product revenue was $28.1 million in fiscal 2004, an increase of 33.8% over prior year revenues of $21 million. Shipments of natural gas and propane 
engines totaled 1255 units in the year compared to 884 in fiscal 2003. The 42% increase in 2004 unit shipments included large engine shipments to a 
North American transit fleet and the shipment of CW's first engines to Egypt in the third and fourth quarters of the fiscal 2004 year. In US dollar terms, 
revenues increased by more than 55% as a result of increased volumes and a shift in product mix, but was offset by the average 13% decline in the 
US dollar over the fiscal year. Included in product revenue is $1.0 million of revenues from work performed on a paid basis by our partners. 
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REVENUE BREAKDOWN BY REGION 


Fiscal Year ended March 31 


2004 2003 2002 
North America 84% 81% 85% 
Outside of North America 16% 19% 15% 


Parts revenue in fiscal 2004 was $4.3 million compared to $3.6 million in the previous year, an increase of $0.7 million. Effective January 1, 2004, we 
are accounting for parts revenue on a gross basis versus net margin basis as described above under the heading Changes in Accounting Policy section. 
As a result, parts revenue in the fourth quarter of fiscal 2004 was $1.4 million more than in the fourth quarter of fiscal 2003. Parts revenue is a function of 
engine population, failure rates and price. 


Cost of revenue increased by $5.9 million to $22.5 million reflecting the growth in product revenues and the change in accounting for parts revenue 
whereby parts revenue and cost of parts revenue are recorded on a gross basis. Prior to January 1, 2004, parts revenue represented the margin on 
aftermarket engine parts sales and was recorded net of any associated costs, thereby contributing 100% to gross margin. 


Gross margin increased by $1.9 million to $9.9 million from $8.0 million in the prior year, reflecting higher sales volumes, better reliability and product mix. 
On a percentage basis, gross margin declined by 2 percentage points as the result of the change in accounting for parts revenue (1%) and product mix 
(1%). Prior to January 1, 2004, parts revenue represented the margin on aftermarket engine parts sales and was recorded net of any associated costs, 
thereby contributing 100% to gross margin. 


Research and development expenses decreased on a net basis by over 30% primarily because of cost reduction initiatives undertaken by us in the fourth 
quarter of fiscal 2003 and in the third quarter of fiscal 2004. The most recent restructuring related to the deferral of the ISXG product resulting from 
slower than anticipated development of its markets. Program funding relates mainly to funding from Technology Partnerships Canada, which began 
in March 2003, and other Canadian and US government agencies. 


RESEARCH AND DEVELOPMENT EXPENSES 


(in thousands of dollars) Year over year 

Fiscal Year ended March 31 % change 

2004 2003 2002 2004 2003 
Research and development expenses 34,140 45,894 39,620 -26% 16% 
Program funding (8,049) (8,042) (1,458) 0% 452% 
Net research and development expenses 26,090 37,852 38,162 -31% -1% 


General and administrative expenses increased to $6.2 million in fiscal 2004, as compared to $5.9 million in the prior year. The increase is primarily the result 
of the accrual of performance share units on the achievement of year end goals, offset by lower outside services costs in the fourth quarter of this year 
compared to the same quarter last year. 


Sales and marketing expenses increased to $6.2 million from $5.4 million in fiscal 2003 primarily as a result of our growth in staff and CWI sales and 
marketing activities in North America, Europe and Asia. 


Foreign exchange gain relates primarily to the translation of our warranty liability from US dollar to Canadian dollar. Our revenues and costs associated with 
products and parts, including the related warranty, are denominated in US dollars. At the end of each month, we translate our warranty balance into Canadian 
dollars. The appreciation in the Canadian dollar at the end of March 31, 2004 compared to March 31, 2003 was 13% compared to the US dollar and has 
resulted in foreign exchange gains of $1.0 million and $1.2 million in fiscal 2004 and 2003, respectively, as our US dollar net liabilities become less 
expensive for us to repay in Canadian terms. 


Interest and investment income decreased to $0.7 million from $1.9 million in fiscal 2004 primarily due to higher average cash and short-term investment 
balances in fiscal 2003. Average cash and short term investment balance in fiscal 2004 was $23.7 million compared to $50.9 million in the prior year. 


Restructuring costs of $0.46 million and $1.45 million were expensed in fiscal 2004 and 2003, respectively, as the result of strategic workforce reductions 
to better pace our spending to funding and to reach our stated goal of a 30% reduction in cash invested in operations and capital equipment. 


Write down of long-term investment during fiscal 2003 it was determined that the value of the investment in CryoFuel Systems Inc. had been impaired 
on an other than temporary basis. This investment, which had been held at cost, was fully written off in 2003. 


Write down of equipment, furniture, and leaseholds improvements in the third quarter of $3.2 million related to equipment and leasehold improvements 
associated primarily with the Westport cycle ISXG engine platform. With the shift in program priorities and uncertainty around the new launch date, we 
wrote these assets down to their fair value. 
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Equity loss from investment accounted for by the equity method in fiscal 2003 of $0.7 million relates to the earnings of Clean Energy Fuels Corp, which 
had been accounted for on an equity basis until December 31, 2002, at which time we changed our accounting for Clean Energy from the equity method 
to the cost method. On that date, Clean Energy issued shares in connection with a business combination diluting our shareholdings in Clean Energy from 
18.5% to 12%, which resulted in us no longer having significant influence over them. 


REVIEW OF FOURTH QUARTER ENDING MARCH 31, 2004 


Selected Quarterly Operations Data (unaudited) 


(in thousands of dollars) 30-Jun 30-Sep 31-Dec 31-Mar 30-Jun 30-Sep 31-Dec 31-Mar 
2002 2002 2002 2003 2003 2003 2003 2004 
Units shipped 142 277 144 321 181 288 323 463 
Average foreign exchange rate (C$:US$) $1.54 $1.58 $1.57 $1.49 $1.38 $1.38 $1.30 $1.32 
Product revenue $3,419 $6,556 $3,500 $7,531 $3,540 $6,265 $7,286 $11,022 
Parts revenue $288 $384 $2,151 $806 $817 $650 $612 $2,237 
Revenues $3,708 $6,940 $5,651 $8,337 $4,357 $6,916 $7,897 $13,259 
Cost of sales $2,679 $5,191 $2,747 $6,003 $2,806 $4,805 $5,297 $9,608 
Gross margin $1,029 $1,749 $2,904 $2,334 $1,551 $2,111 $2,600 $3,651 
28% 25% 51% 28% 36% 31% 33% 28% 
Net loss $11,382 $13,632 $12,205 $11,292 $8,330 $9,750 $13,022 $6,619 
Net loss per share — basic and diluted (1) $0.22 $0.27 $0.24 $0.22 $0.16 $0.17 $0.20 $0.10 
Cash from operations before change in 
non-cash working capital $(9,230) $(9,974) $(10,402) $(9,263) $(6,259) $(7,716) $(7,647) $(3,372) 
Company's 100% share of CWI loss (income) $6,826 $6,405 $6,168 $5,128 $5,438 $4,484 $7,086 $(1,092) 


(1) Fully diluted loss per share is not materially different from basic loss per share as the effect of stock options, warrants and 
performance share units would be anti-dilutive. 


Our net loss in the fourth quarter was $6.6 million on product revenues of $11.0 million and unit shipments of 463 (2003 = 321) as compared to $11.3 
million and $7.5 million respectively in the same quarter last year. Unit sales fluctuate from quarter to quarter, but shipments for each quarter in 2004 
were higher than for the same quarter in the prior year due primarily to improved North America transit shipments. Parts revenue increased to $2.2 
million in the quarter from $0.8 million in the same quarter last year as the result of our change in accounting policy under the Amended JVA. The increase 
in parts revenue in the third quarter of fiscal 2003 was primarily due to the revision in the number of parts attributable to CWI. Our research and 
development expenses continued to trend down as the result of our cost reduction initiatives and the refocusing of CWI to developing near-term 
markets and products. In the quarter, we accrued $1.1 million in performance share units, upon achievement of year end goals. With the combination 
of lower costs, funding from partners and government, and higher sales, our operating cash use in the quarter, defined as “cash from operations before 
change in non-cash working capital”, was $3.4 million, compared to our previously stated goal of $5 million for the quarter. 


FINANCIAL CONDITION AS AT MARCH 31, 2004 


Selected data on financial position 
(in thousands of dollars) Fiscal Year ended March 31 
2004 2003 2002 


Westport Innovations Inc. (Consolidated) 


Cash and short term investments 20,784 28,119 73,325 
Net working capital 15,411 20,094 63,970 
Total assets 50,149 66,397 110,028 
Total long-term liabilities 5,102 3,793 4,284 
Total liabilities 16,080 19,166 15,862 
Shareholders' equity 34,068 47,232 94,166 


Cummins Westport Inc. 


Current assets 2,865 983 - 
Total long-term liabilities 4,060 2,961 3,778 
Total liabilities 8,525 10,745 6,917 


Westport Innovations Inc. 0 14 


Management's Discussion and Analysis 


Cash and short-term investments totaled $20.8 million as at March 31, 2004, as compared to $28.1 million as at March 31, 2003. The decrease is 
primarily attributable to the operating cash loss from operations ($25.0 million), changes in non-cash working capital ($2.1 million), purchases of 
property, plant and equipment ($2.7 million), debt repayments ($1.3 million), offset by $1.7 million of bank debt borrowed against equipment purchases 
in the year and'$22.0 million in net proceeds raised from the issuance of 12.4 million shares from treasury in August, 2003 at a price of $1.90 per share. 


Accounts receivable decreased from $7.1 million at the end of fiscal 2003 to $5.1 million at the end of fiscal 2004. This decrease is mainly due to the 
decrease in receivables relating to Technology Partnerships Canada funding ($1.7 million versus $5.6 million) offset by the increase in receivables from 
other government agencies and partners and from Cummins for sales of CWI engines less the associated cost of sales and operating expenses incurred 
by Cummins on behalf of CWI ($2.1 million). 


Equipment, furniture and leasehold improvements decreased by $6.5 million as the result of $6.0 million in amortization taken in the year (fiscal 2003 
- $6.0 million), $3.2 million write down of equipment, furniture and leasehold improvements as described above, offset by $2.7 million in purchases 
primarily for use in our research and development programs. Technical equipment, computer equipment and leasehold improvements represented 97 % 
of the cost of capital assets at the end of fiscal 2003 and 90% at the end of fiscal 2004. 


Intellectual property decreased in fiscal 2004 by the amount of amortization taken of $0.8 million to $0.8 million from an opening balance of $1.6. During 
fiscal 2003, additions of $0.7 million were recorded in connection with our purchase of the assets of GVH Entwicklungsgesellchaft fur Verbrennungsmotoren 
and Energietechnik mbH ("GVH") of Dortmund, Germany. Our policy is to only capitalize patents, licenses and other intellectual property that we acquire. 
All of our patents granted and other intellectual property developed in fiscal 2004 were based on in-house work and therefore were not capitalized. 


Accounts payable and accrued liabilities decreased to $3.7 million at the end of fiscal 2004 from $8.3 million at the end of fiscal 2003 due primarily 
to reduced spending in the fourth quarter of fiscal 2004 compared to the same quarter in fiscal 2003. The $8.3 million in 2003 included an accrual for 
restructuring costs of $0.9 million and amounts owing from Cummins for net expenses incurred on behalf of CWI. 


Demand installment loan during fiscal 2004 we drew a further $1.7 million on our credit facilities in the form of a demand installment loan in order to 
finance purchases of capital assets. The loan is repayable over 60 months and carries an interest rate of prime. The balance of $3.2 million at the end 
of fiscal 2004 (2003 = $2.5 million) represents the loan principal outstanding. 


Warranty liability totaled $7.9 million at the end of fiscal 2004 compared to $7.1 million at the end of the prior year, an increase of $0.8 million. The 
increase was the result of the warranty reserve taken for engines sold during fiscal 2004 exceeding the amount of claims received during the year, 
offset by a foreign exchange gain on translation from US dollars to Canadian dollars discussed previously under the heading foreign exchange gain 
caption. The liability represents warranty cost estimates accrued at the time we sell our CWI products, net of warranty claims already incurred. The 
current portion of warranty liability represents our best estimate of claims we expect to incur in the next fiscal year on products under warranty at the end 
of fiscal 2004. 


Share capital at March 31, 2004 was $214.0 million with 64,340,430 shares outstanding compared to $189.9 million and 51,316,053 shares outstanding 
at March 31, 2003. As of May 31, 2004, there were 64,844,740 shares outstanding. 


CONTRACTUAL OBLIGATIONS AND COMMITMENTS 


Minimum annual payments due in fiscal year ending 


(in thousands of dollars) Payments due by Period 

Less than 1 year 1 to 3 years 4 to 5 years After 5 years Total 
Capital lease obligations 196 202 - - 398 
Operating leases 872 3327, 1,237 927, 6,363 
Long-term debt 53 623 - - 676 
Total contractual commitments 1,121 4,152 237; 927 7,437 


Capital leases obligations related primarily to office equipment. Operating lease commitments represent our future minimum lease payments under 
leases related primarily to operating premises and office equipment located in Vancouver, Canada. Other debt obligations consist of bank indebtedness 
assumed on our acquisition of GVH in 2003. These obligations bear interest at rates ranging from 3.5% to 4.25% and are secured by certain cash deposits. 
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CONTINGENT OFF-BALANCE SHEET ARRANGEMENTS 

Additional consideration relating to the GVH acquisition of up to 3.9 million Euros (approximately $5.8 million) may be payable when three pre-defined 
milestones are achieved and announced. Two of the three milestones relate to the issuance of patents regarding hot surface ignition. The third 
milestone relates to entering into an agreement with an engine manufacturer to commercialize hot surface ignition technology. This contingent 
consideration will be paid for through the issuance of shares from our treasury. The shares will be issued and priced only when the pre-defined 
milestones are achieved and not before July 3, 2006. If any milestone is achieved prior to July 3, 2006, we will accrue a corresponding amount to be paid 
as an increase to intellectual property, and as an increase to shareholders’ equity, classified as shares to be issued. In April 2004, one of the three milestones 
related to the issuance of patents was achieved and up to 962,722 Euros (approximately $1,551,426) worth of shares may become issuable which will be 
recorded as an increase in intellectual property in the first quarter of 2005. 


We are continually exploring strategic opportunities to work with governments to provide them with alternative fuel solutions. As the result of our 
government partnerships, we received more than $8 million in funding in each of fiscal years 2004 and 2003. Under certain repayment terms, we are 


obligated to repay royalties as follows: 


AGREEMENT 


TECHNOLOGY 
PARTNERSHIPS 
CANADA 


alle 


DESCRIPTION 


Funds 30% of the eligible costs of, 
among other research projects, the 
adaptation of the Company's tech- 
nology to diesel engines 


DEPARTMENT 
OF NATURAL 
RESOURCES 
CANADA 


Funded $589,000 for demonstration 
of a low emissions natural gas power 
generator in Grand Prairie, Alberta 


ROYALTIES 


Annual royalties equal to the greater 
of $1,350,000 or 0.33% of annual 
gross revenues from all sources, 
provided that gross revenues exceed 
$13.5 million 


Share purchase warrants valued at 
$4 million under Black — Scholes 


1% of revenues from future sales of 
natural gas engines for power gen- 
erators 


GREEN 
ECONOMY 
DEVELOPMENT 
FUND 


= 


$551,000 for low-emission, natural 
gas power generation demonstration 
project 


As at March 31, 2004 and 2003, no royalties were payable. 


—_— 
0.75% from gross revenue received 
by Westport on certain natural gas 
fuel systems 


CAPITAL REQUIREMENTS, RESOURCES AND LIQUIDITY 


Fiscal 2007 to fiscal 2013, inclu- 
sive; royalty period may be extended 
until the earlier of March 31, 2016 
or until cumulative royalties total 
$28,189,000 


To be issued September 30, 2006 


Earlier of 10 years from date of 
funding or when cumulative royal- 
ties total $1 million 


Earlier of the seventh anniversary of 
the funding contribution date or 
when the cumulative royalties paid 
by Westport equal $0.8 million 


As at March 31, 2004, our cash, cash equivalents and short-term investment position was $20.8 million. We also have a $13 million credit facility with 
our bank, which has been drawn down by our installment loan and capital leases described previously, and a $0.6 million letter of credit. Since our 
incorporation in 1995, we have raised more than $200 million in common share equity primarily from a number of private and public offerings with our 
most recent financing completed in August 2003 when we raised $22 million in net proceeds through the issuance of $12.4 million at a price of $1.90 
per share. Additionally, we have a number of funding programs with government and industry partners, most notably an $18.9 million program with 
Technology Partnerships Canada of which $10.9 million has been claimed. 


We believe that our current cash, cash equivalents and short-term investments will provide us with sufficient capital to meet our committed milestones and 
obligations for our current programs for at least the next fiscal year. Our capital requirements will vary depending on a number of factors, including the 
contributions from the sales of products and parts, progress of our current programs, any decisions by us and our current engine partners to enter into new 
program phases and any decision by us to establish additional programs or strategic alliances. In addition, we review investment and acquisition 
Opportunities on a regular basis for technologies that would complement our own products or assist us in our commercialization plans. 


We expect that any significant new or expanded engine programs, acquisitions or investments could require additional funding. If such additional funding 
is not available to us, or if we have significant overspending in our programs, we may be required to delay, reduce or eliminate certain research and 
development activities and possibly forego new Program, acquisition or investment opportunities. Any of those circumstances could potentially result in a 
delay of the commercialization of our products in development. 
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BUSINESS RISKS AND UNCERTAINTIES 

Our ability to generate revenue and profit from our technologies is dependent on a number of risks. The risks and uncertainties described below 
are not the only ones we face. Additional risks and uncertainties, including those that we do not know about now or that we currently believe are 
immaterial may also adversely affect our ability to generate revenue and profit. 


We Have Incurred, and Expect to Continue to Incur, Losses 

We have incurred substantial losses since we were founded, and we anticipate that we will continue to incur losses in the future. We had an accumulated 
deficit of $182.9 million as of March 31, 2004. We cannot predict when we will operate profitably, if ever. We expect to continue to incur net 
losses for at least the next year as we continue to invest in research and product development activities to achieve commercialization of our products. 


We May Never Complete the Development of Commercially Viable Westport-Cycle Fuel Systems 

We do not know when or whether we will successfully complete research and development of commercially viable Westport-Cycle fuel systems for any 
of our target and prospective markets. Our Westport-Cycle technology has been demonstrated in engines in our high horsepower, heavy-duty 
trucking and light-duty vehicle programs. However, there can be no assurance that these and other engines using our fuel systems will always perform 
as well as we expect, or that prototypes and commercial systems will be developed on schedule. 


Potential Fluctuations in Our Financial Results Makes Financial Forecasting Difficult 

We expect our revenues and operating results to vary significantly from quarter to quarter. Sales and margins may be lower than anticipated due to 
general economic and market-related factors, product quality, performance and safety issues and competitive factors. As a result, quarter-to-quarter 
comparisons of our revenues and operating results may not be meaningful. In addition, due to our early stage of development, we cannot accurately 
predict our future revenues or results of operations. It is likely that in one or more future quarters our operating results will fall below the expectations 
of securities analysts and investors. If this happens, the trading price of our shares might be materially and adversely affected. 


We May be Unable to Raise Additional Capital 

Our product development and commercialization schedule could be delayed and our viability could be jeopardized if we are unable to raise additional money 
to fund our research and product development activities. We mitigate this risk by generating funds from a variety of sources including internally through 
the sale of our commercial products and externally through funding from governments, industry and engine development partners and the sale of shares 
in the public equity markets. In addition, we maintain significant reserves in cash and short-term investments, are conservative and prudent in our 
expenditures and seek to obtain funding commitments before we take on any significant incremental initiatives. There can, however, be no assurance 
that we will be able to secure additional funding, or funding on terms acceptable to us, to pursue our commercialization plans. 


We Have Foreign Currency Risk 

The majority of our revenue is in US dollars while most of our operating expenses, other than cost of sales, are in Canadian dollars. Foreign exchange gains 
and losses are included in results from operations. A large decline in the value of the US dollar relative to the Canadian dollar could impair revenues, 
margins and other financial results. However, this risk is mitigated by US dollar expenses in CWI and our warranty balances, which are denominated in 
US dollars. We have not entered into foreign exchange contracts to hedge against gains and losses from foreign currency fluctuations. 


Warranty Claims Could Diminish Our Margins 

CWI's commercially available products and parts contributed revenues of $32.4 million and overall margins of $9.9 million after cost of revenues 
during fiscal 2004. The margins contributed by these sales help offset our costs of product development and other operating expenses. There is a risk that 
the warranty accrual included in our cost of product revenue is not sufficient and that we may recognize additional expenses as a result of 
excessive warranty claims. We mitigate these risks through our sales and marketing initiatives and our product quality, development, support and service 
programs. However, there can be no assurance that sales of our commercial products will continue to grow and contribute financially. 


We Must Lower the Cost of Our Westport-Cycle Fuel Systems and Demonstrate their Reliability 

Our prototype Westport-Cycle fuel systems presently cost significantly more than many established competing technologies. If we are unable to produce 
fuel systems that are competitive in terms of price, reliability and longevity, operators of commercial vehicle fleets and power generators will be 
unlikely to buy products containing our fuel systems. 


Manufacturing costs of some of our products have not yet been confirmed. We cannot guarantee that we will be able to lower these costs to the level where 
we will be able to produce an economically competitive product or that any product produced using lower cost materials and manufacturing processes will 
not suffer from a reduction in performance, reliability and longevity. If a price premium is required to generate cashflow, customers may not accept it. 


We May Not Meet Our Product Development and Commercialization Milestones 

We have established product development and commercialization milestones that we use to assess our progress toward developing commercially viable 
Westport-Cycle fuel systems. These milestones relate to technology and design improvements as well as dates for achieving development goals. To gauge 
our progress, we operate, test and evaluate our fuel systems under actual conditions. If our systems exhibit technical defects or are unable to meet cost 
or performance goals, including power output, useful life and reliability, our commercialization schedule could be delayed and potential purchasers of 
our initial commercial systems may decline to purchase them or choose to purchase alternative technologies. 
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We are Dependent on Our Relationships with Our Strategic Partners 

Our current strategy calls for cooperation, information exchanges and joint ventures with multinational original equipment engine manufacturers, using patents 
and written agreements to advance our business and protect our intellectual property. The agreements governing these relationships allow for termination 
by our partners under a number of circumstances. Any change in our relationships with our strategic partners, whether as a result of economic or competitive 
pressures, including any decision by our strategic partners to reduce their commitment to our technology in favor of competing technologies, or to bring 
to an end our various alliances, could have a material adverse effect on our business and financial results. 


There can be no assurance of the commercial success of joint ventures in which we are, or will become, involved. There can be no assurance that existing 
technology agreements with engine manufacturers will be renewed or advanced into commercialization agreements on a timely basis. There can also 
be no assurance that we will be able to develop successful relationships with other multinational OEMs. In addition, our contractual obligations to our 
strategic partners require that we provide financial, technical and human resources for the ongoing development of our products or expansion of our 
projects. Our failure or inability to work successfully with our strategic partners could cause us to incur unanticipated expenses and losses or could delay 
the development of our products. CWI is currently the only joint venture Westport has entered into. 


Our Field Tests Could Have Problems 

We are currently field-testing a number of our products and we plan to conduct additional field tests in the future. These field tests may encounter 
problems and delays for a number of reasons, including the failure of our Westport-Cycle technology, the failure of the technology of others, the 
failure to combine these technologies properly and the failure to maintain and service the test prototypes properly. Many of these potential problems 
and delays are beyond our control. In addition, field test programs, by their nature, will involve delays and modifications. Any problem or perceived 
problem with our field tests could hurt our reputation and the reputation of our products and delay their commercial launch. 


A Mass Market for Engines with Our Fuel Systems May Never Develop or May Take Longer to Develop than We Anticipate 
Engines with our fuel systems represent an emerging market, and we do not know whether end-users will ultimately want to use them or pay for their 
initial incremental cost. The development of a mass market for our fuel systems may be affected by many factors, some of which are beyond our 
control, including: 

* the emergence of newer, more competitive technologies and products; 

* the future cost of natural gas and other fuels used by our systems; 

* regulatory requirements; 

* customer perceptions of the safety of our products; and 

* customer reluctance to try a new product 


If a mass market fails to develop or develops more slowly than we anticipate, we may be unable to recover the losses we will have incurred in the 
development of our products and may never achieve profitability. 


We are Dependent on Our Relationship with Cummins for Manufacturing and Distribution 

The majority of our revenues are currently derived from the operations of CWI, which in turn purchases all of its current and foreseeable engine products 
from Cummins affiliated engine factories. Moreover, CWI distributes and supports its engine and parts through Cummins distributors, many of which 
are independently owned and operated. Although the factories currently have large spare capacity and operate with modern technology and experienced 
management, there can be no assurance that the factory and distribution systems will always be able to perform on a timely and cost-effective basis. 


Our Fuel Systems are Components of Other Companies’ Engines 

To be commercially useful, our fuel systems must be integrated into engines and our engines must be integrated into chassis manufactured by Original 
Equipment Manufacturers (OEMs). We can offer no guarantee that OEMs will manufacture engines with our fuel systems or chassis for our engines, 
or if they do manufacture such products, that customers will choose to purchase. Any integration, design, manufacturing or marketing problems 
encountered by OEMs could adversely affect the market for our products and our financial results. 


We are Dependent on Fuel Price Differentials that are Hard to Predict 

The acceptance of natural gas-fuelled engines by customers depends in part on the price differential between natural gas and diesel fuel. Natural gas 
has generally been, and currently is, less expensive than diesel fuel in many jurisdictions. This price differential is affected by many factors, including 
changes in the resource base for natural gas compared with crude oil, pipeline transportation capacity for natural gas, refining capacity for crude oil and 
government excise and fuel tax policies. There can be no assurance that natural gas will remain less expensive than diesel fuel. 


We are Dependent on Growth in Natural Gas Refueling Infrastructure that May not Take Place 

For motor vehicles, natural gas must be carried on board in liquefied or compressed form and there are few public or private refueling stations available in 
most jurisdictions. We are involved in developing such infrastructure through our minority ownership interest in Clean Energy, the largest natural gas 
refueling company for vehicles in North America. However, there can be no assurance that Clean Energy will continue to be successful in expanding 
the availability of natural gas as a vehicle fuel, and there can be no assurance that other natural gas distributors and/or petroleum companies will develop 
refueling stations to meet projected demand. If customers are unable to obtain fuel conveniently and affordably, a mass market for vehicles powered 
by our technology is unlikely to develop. 


Westport Innovations Inc. 18 


Management’s Discussion and Analysis 


Changes in Environmental and Regulatory Policies Could Hurt the Market for Our Products 

We currently benefit from, and hope to continue to benefit from, certain government environmental policies, mandates and regulations around the world, 
most significantly in the automotive markets and in the United States. Examples of such regulations include those that provide economic incentives, 
subsidies, tax credits and other benefits to purchasers of low emission vehicles, restrict the sale of engines that don't meet emission standards, fine 
the sellers of non-compliant engines, tax the operators of diesel engines and require the use of more expensive ultra-low sulphur diesel fuel. There 
can be no assurance that these regulations and incentives will not be relaxed or abandoned before they are implemented, materially impacting our 
competitive position. 


We Currently Face and Will Continue to Face Significant Competition 

Our products face and will continue to face significant competition. New developments in technology may negatively affect the development or sale 
of some or all of our products or make our products uncompetitive or obsolete. Other companies, many of which have substantially greater customer 
bases, businesses and other resources than us, are currently engaged in the development of products and technologies that are similar to, or may be 
competitive with, certain of our products and technologies. 


Competition for our products will come from current power technologies, from improvements to current power technologies and from new alternative 
power technologies, including other fuel systems. Each of our target markets is currently serviced by existing manufacturers with existing customers and 
suppliers using proven and widely accepted technologies. Additionally, there are competitors working on developing technologies such as fuel cells, advanced 
batteries and hybrid battery/internal combustion engines in each of our targeted markets. Each of these competitors has the potential to capture market 
share in various markets, which could have a material adverse effect on our position in the industry and our financial results. For our products 
to be successful against competing technologies, especially diesel engines, they must offer advantages in one or more of these areas: emissions performance, 
fuel economy, engine performance, power density, engine and fuel system weight, and engine and fuel system price. There can be no assurance that 
our products will be able offer advantages in all or any of these areas. 


We Depend on Our Intellectual Property and Our Failure to Protect that Intellectual Property Could Adversely Affect Our Future Growth and Success 
Failure to protect our existing and future intellectual property rights may result in the loss of our ability to exclude others from practicing our 
technology or our own right to practice our technologies. If we do not adequately ensure our freedom to use certain technology, we may have to pay 
others for rights to use their intellectual property, pay damages for infringement or misappropriation and/or be enjoined from using such intellectual 
property. Our patents do not guarantee us the right to practice our technologies if other parties own intellectual property rights that we need in order 
to practice such technologies. Our patent position is subject to complex factual and legal issues that may give rise to uncertainty as to the validity, scope 
and enforceability of a particular patent. Accordingly, we cannot assure that: 
* any of the rights we have under U.S. patents or foreign patents owned by us or other patents that third parties license to us will not be curtailed, for 
example through invalidation, circumvention, challenge, being rendered unenforceable or license to others; 
* we were the first inventors of inventions covered by our issued patents or pending applications or that we were the first to file patent applications 
for such inventions; 
* any of our pending or future patent applications will be issued with the breadth of claim coverage sought by us, or be issued at all; 
* if we wish to use technology developed by a third party, or are found to be infringing third party patents, that we will be able to obtain licenses on 
acceptable terms, if at all; 
* our competitors will not independently develop or patent technologies that are substantially equivalent or superior to our technologies; or 


* any of our trade secrets will not be learned independently by our competitors 
In addition, effective patent, trademark, copyright and trade secret protection may be unavailable, limited or not applied for in certain foreign countries. 


We also seek to protect our proprietary intellectual property, including intellectual property that may not be patented or patentable, in part by 
confidentiality agreements and, if applicable, inventors’ rights agreements with our strategic partners and employees. We cannot assure that these 
agreements will not be breached, that we will have adequate remedies for any breach or that such persons or institutions will not assert rights to 
intellectual property arising out of these relationships. 


Certain of our intellectual property has been licensed to us on a non-exclusive basis from third parties who may also license such intellectual property 
to others, including our competitors. If necessary or desirable, we may seek further licenses under the patents or other intellectual property rights of 
others. However, we can give no assurances that we will obtain such licenses or that the terms of any offered licenses will be acceptable to us. The 
failure to obtain a license from a third party for intellectual property we use at present could cause us to incur substantial liabilities and to suspend the 
manufacture, shipment of products or our use of processes requiring the use of such intellectual property. 


Management's Discussion and Analysis 


Our Failure to Obtain or Maintain the Right to Use Certain Intellectual Property May Negatively Affect Our Business 

Our future success and competitive position depends in part upon our ability to obtain or maintain certain proprietary intellectual property used in our 
principal products. We may achieve this in part by prosecuting claims against others who we believe are infringing our rights, and by defending claims 
of intellectual property infringement. While we are not currently engaged in any intellectual property litigation, we could become subject to lawsuits 
in which it is alleged that we have infringed the intellectual property rights of others or commence lawsuits against others who we believe are infringing 
upon our rights. Our involvement in intellectual property litigation could result in significant expense to us, adversely affecting the development of sales 
of the challenged product or intellectual property and diverting the efforts of our technical and management personnel, whether or not such litigation 
is resolved in our favor. In the event of an adverse outcome as a defendant in any such litigation, we may, among other things, be required to 


* pay substantial damages: 

* cease the development, manufacture, use, sale or importation of products that infringe upon other patented intellectual property; 
* expend significant resources to develop or acquire non-infringing intellectual property; 

* discontinue processes incorporating infringing technology; or 

* obtain licenses to the infringing intellectual property 


We cannot assure that we would be successful in such development or acquisition or that such licenses would be available upon reasonable terms. Any 
such development, acquisition or license could require the expenditure of substantial time and other resources and could have a material adverse effect 
on our business and financial results. 


We May Have Difficulty Managing the Expansion of Our Operations 

We may require rapid growth in the number of our employees, the size of our physical facilities and the scope of our operations. Such rapid expansion 
may place a significant strain on our senior management team and other resources. Difficulties in effectively managing the budgeting, forecasting and 
other process control issues presented by such a rapid expansion could harm our business, prospects, results of operations or financial condition. 


We may expand into new geographies with or without partners and may lack the expertise, local knowledge or contacts to realize any benefits from 
our investments in these geographies. We mitigate this risk by partnering with knowledgeable and reputable local companies and people and by making 
incremental investments. 


We Could Lose or Fail to Attract the Personnel Necessary to Run Our Business 

Our success depends in large part on the ability of ourselves and that of our affiliates to attract and retain key management, engineering, scientific, 
manufacturing and operating personnel. As we develop additional capabilities we will require more skilled personnel. Recruiting personnel for the 
alternative fuel industry is highly competitive. Although to date we have been successful in recruiting and retaining executive, managerial and 
technical personnel, there can be no assurance that we will continue to attract and retain the qualified personnel needed for our business. The failure 
to attract or retain qualified personnel could have a material adverse effect on our business. 


We May Not Realize the Anticipated Benefits from Investments or Acquisitions 
In connection with any investment or acquisition we make, there may be liabilities that we fail to discover or that we are unable to discover (including 
liabilities arising from non-compliance with environmental laws by prior owners) and for which we, as successor owner, may be responsible. 


In addition, acquisitions often result in difficulties in integration, which adversely affect our results. The integration process may also divert the attention 
of, and place significant demands on, our managerial resources, which may disrupt our current business operations. As a result, we may fail to meet our 
current product development and commercialization schedules. 


We Could be Liable for Environmental Damages Resulting From Our Research, Development or Manufacturing Operations 

The nature of our business and products expose us to the risk of harmful substances escaping into the environment, resulting in personal injury or loss 
of life, damage to or destruction of property and natural resource damage. Depending on the nature of the claim, our current insurance policies may 
not adequately reimburse us for costs incurred in settling environmental damage claims, and in some instances, we may not be reimbursed at all. Our 
business is subject to numerous laws and regulations that govern environmental protection and human health and safety. These laws and regulations 
have changed frequently in the past and it is reasonable to expect additional and more stringent changes in the future. Our operations may not 
comply with future laws and regulations, and we may be required to make significant unanticipated capital and operating expenditures. If we fail to 
comply with applicable environmental laws and regulations, governmental authorities may seek to impose fines and penalties on us or to revoke or deny 
the issuance or renewal of operating permits and private parties may seek damages from us. Under those circumstances, we might be required to 
curtail or cease operations, conduct site remediation or other corrective action, or pay substantial damage claims. 


Our Products Use Inherently Dangerous, Flammable Fuels, Which Could Subject Our Business to Product Liability Claims 

Our business exposes us to potential product liability claims that are inherent in natural gas, propane, and hydrogen and products that use these gases. Natural 
8as, propane, and hydrogen are flammable gases and therefore potentially dangerous products. We also produce fuel processors that generate hydrogen 
from certain raw fuels such as natural gas which are also flammable. Any accidents involving our products or other natural gas, propane, or hydrogen-based 
products could materially impede widespread market acceptance and demand for our engines and fuel systems. In addition, we may be held responsible 
for damages beyond the scope of our insurance coverage. We also cannot predict whether we will be able to maintain our insurance 
coverage on acceptable terms. 
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Management's Responsibility 


The consolidated financial statements presented here have been 
prepared by management in accordance with Canadian generally 
accepted accounting principles. The integrity and objectivity of the 
data in these consolidated financial statements are management's 


responsibility. 


The company has implemented a system of internal accounting and 
administrative controls in order to provide reasonable assurance that 
transactions are appropriately authorized, assets are safeguarded, 
and financial records are properly maintained to provide accurate 


and reliable financial statements. 


The Board of Directors, through its Audit Committee, oversees 
management's responsibility for financial reporting and internal 
control. The Audit Committee is comprised of four directors who 
are not involved in the daily operations of the Company. The 
duties of the committee include the review of the system of inter- 
nal controls, and any relevant accounting, auditing and financial 
matters. The Audit Committee meets on a regular basis with 
management and the Company's independent auditors to ensure 


itself that its duties have been properly discharged. The Audit 


Auditors’ Report to the Shareholders 


We have audited the consolidated balance sheets of Westport 
Innovations Inc. as at March 31, 2004 and 2003 and the consolidated 
statements of operations and deficit and cash flows for the years 
then ended. These financial statements are the responsibility of the 
Company's management. Our responsibility is to express an 


opinion on these financial statements based on our audits. 


We conducted our audits in accordance with Canadian generally 
accepted auditing standards. Those standards require that we plan 
and perform an audit to obtain reasonable assurance whether the 
financial statements are free of material misstatement. An audit 
includes examining, on a test basis, evidence supporting the 
amounts and disclosures in the financial statements. An audit also 
includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the 


overall financial statement presentation. 


IM Gi etedon 


Committee reports its findings to the Board for consideration in 


approving the financial statements for issuance to the shareholders. 


The consolidated financial statements have been audited by KPMG 
LLP, Chartered Accountants, who were appointed by shareholders. 
The auditors’ report outlines the scope of their examination and their 


opinion on the consolidated financial statements. 


Sg 


Elaine Wong 
Chief Financial Officer and 
Vice President of Finance 


[i 


Phil Hodge 
Corporate Secretary and 
General Counsel 


David R. Demers 
President and 
Chief Executive Officer 


Dr. Michael Gallagher 
Chief Operating Officer 


In our opinion, these consolidated financial statements present 
fairly, in all material respects, the financial position of the Company 
as at March 31, 2004 and 2003 and the results of its operations and 
its cash flows for the years then ended in accordance with Canadian 


generally accepted accounting principles. 


KPMG yh Eh 


Chartered Accountants 
Vancouver, Canada 
May 7, 2004 


Consolidated Balance:Sheets ee rmicscen ao 


As at March 31, 2004 and 2003 
2004 2003 
Assets 
Current assets: 
Cash and cash equivalents (note 2(b)) $ 2,105,161 $ 2,981,999 
Short-term investments 18,678,441 25ST 389 
Accounts receivable 5,073,384 7,080,281 
Prepaid expenses 532,848 266,892 
26,389,834 35,466,561 
Long-term investments (note 5) 12,206,286 12,206,286 
Equipment, furniture and leasehold improvements (note 6) 10,704,682 17,157,065 
Intellectual property (note 7) 847,850 15567525) 
$50,148,652 $66,397,437 
Liabilities and Shareholders’ Equity 
Current liabilities: 
Accounts payable and accrued liabilities $ 3,743,467 $ 8,316,177 
Demand installment loan (note 8) 3,206,755 2,500,000 
Current portion of long-term debt obligations (note 9) 214,413 369,999 
Current portion of warranty liability 3,814,163 4,186,348 
10,978,798 15,372,524 
Long-term debt obligations (note 9) 1,041,846 832,270 
Warranty liability 4,059,744 2,960,881 
Shareholders’ equity: 
Share capital (note 11): 
Authorized: 
Unlimited common shares, no par value 
Unlimited preferred shares in series, no par value 
Issued: 
64,340,430 (2003 - 51,316,053) common shares 213,965,067 189,864,603 
Other equity instruments (note 12) 3,007,665 2,600,892 
Additional paid in capital 91,770 40,664 
Deficit (182,996,238) (145,274,397) 
34,068,264 47,231,762 
$50,148,652 $66,397,437 


Commitments and contingencies (notes 3, 10, 15 and 16) 
Subsequent events (notes 12(a) and 16(c)) 


See accompanying notes to consolidated financial statements. 


Approved on behalf of the Board: 


NL Keb Beaulieu, Director 


Kiran Patel, Director 
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Consolidated Statements of Operations and Deficit (expressed in canadian dotlars) 


For the years ended March 31, 2004 and 2003 


2004 2003 
Product revenue $28,113,478 $21,006,458 
Parts revenue 4,316,336 3,628,727 
32,429,814 24,635,185 

Cost of revenue and expenses: 
Cost of revenue 22,516,283 16,619,626 
Research and development (notes 12 and 13) 26,090,116 37,852,292 
General and administrative (note 12(a)) 6,226,986 5,906,989 
Sales and marketing (note 12(a)) 6,213,389 5,425,911 
Foreign exchange gain (1,022,997) (1,288,997) 
Amortization 6,861,066 6,682,795 
Bank charges and interest 307,621 338,748 
67,192,464 71,537,364 


Loss before undernoted 


Interest and investment income 
Restructuring costs (note 4) 
Write down of equipment, 
furniture and leasehold improvements (note 4) 
Write down of long-term investment (note 5(c)) 
Loss from investment accounted for by the equity method 


(34,762,650) 


717,678 
(457,400) 


(3,219,469) 


(46,902,179) 


1,871,550 
(1,447,403) 


(1,356,300) 
(675,484) 


Loss for the year 
Deficit, beginning of year 


(37,721,841) 
(145,274,397) 


(48,509,816) 
(96,764,581) 


Deficit, end of year 


Basic and diluted loss per share (note 11(e)) 
Weighted average common shares outstanding 


See accompanying notes to consolidated financial statements. 


$(182,996,238) 


$(0.64) 
59,046,993 


$(145,274,397) 


$(0.95) 
50,870,915 


Notes to Consolidated Financial Statements (expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


Cash flows from operations: 

Loss for the year 

Items not involving cash: 
Amortization 
Stock-based compensation expense 
Accretion of TPC warrants (notes 10 and 12(b)) 
Deferred rent expense 
Write down of equipment, furniture, and leasehold improvements 
Loss from investment accounted for by the equity method 
Write down of long-term investment 


2004 


$(37,721,841) 


6,861,066 
psi ley PS 7/ 
1,142,857 

189,285 
3,219,469 


2003 


$(48,509,816) 


6,682,795 
926,556 


675,484 
1,356,300 


Changes in non-cash operating working capital: 
Accounts receivable 
Prepaid expenses 
Accounts payable and accrued liabilities 
Warranty liability 


(24,993,927) 


2,006,897 
(265,956) 
(4,572,711) 
726,678 


(38,868,681) 


(5,337,141) 
214,513 
3,159,442 
1,480,417 


Cash flows from investments: 


(27,099,019) 


(39,351,450) 


Purchase of equipment, furniture and leasehold improvements (2,704,227) (3,851,788) 
Sale of short-term investments 6,458,948 47,325,446 
Acquisition of assets (note 3) - (223,041) 
3,754,721 43,250,617 
Cash flows from financing: 
Issue of common shares, net of issuance costs 22,100,250 542,301 
Issue of demand installment loan 1,700,000 = 
Decrease in demand installment loan (993,245) (1,666,667) 
Repayment of line of credit = (383,443) 
Repayment of capital leases and other long-term obligations (339,545) (269,913) 
22,467,460 (1,777,722) 
Increase (decrease) in cash and cash equivalents (876,838) 2,121,445 
Cash and cash equivalents, beginning of year 2,981,999 860,554 
Cash and cash equivalents, end of year $2,105,161 $2,981,999 
Supplementary information: 
Interest paid $248,063 $311,855 
Non-cash transactions: 
Purchase of equipment, furniture and leasehold 
improvements by assumption of capital lease obligation 204,250 = 
Shares issued on exercise of performance share units 2,000,214 3,150,000 
Shares issued on purchase of assets (note 3) - 106,497 
Assumption of line of credit and capital lease 
obligation on purchase of asset (note 3) - 984,270 
Acquisition of equipment, furniture and leasehold 
improvements by assumption of line of credit and 
capital lease obligation (note 3) - 623,828 
Acquisition of intellectual property by assumption of 
line of credit and capital lease obligation (note 3) - 360,442 


See accompanying notes to consolidated financial statements. 
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Notes to Consolidated Financial Statements (Expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


1. NATURE OF OPERATIONS: 


Westport Innovations Inc. (the “Company") was incorporated under the Business Corporations Act (Alberta) on March 20, 1995. 


The Company is commercializing potential high pressure direct injection ("HPDI") combustion technology that allows diesel engines to operate 
on cleaner burning gaseous fuels such as natural gas without sacrificing performance or fuel economy. 


The Company entered into a joint venture with Cummins Inc. (“Cummins”) on March 7, 2001. The joint venture, Cummins Westport Inc. (“CWI"), 
was formed to develop, support and market a comprehensive product line of low-emission, high performance engines and ancillary products using 
gaseous hydrocarbon fuels which incorporate HPDI, spark ignition and other proprietary intellectual property developed by the Company and Cummins. 
The joint venture agreement was amended on December 16, 2003 (note 15). 


These consolidated financial statements have been presented on a going concern basis, which assumes the realization of assets and the settle- 
ment of liabilities in the normal course of operations. To date, the Company has financed its operations primarily by equity financing and margins 
on the sale of products and parts. If the Company does not have sufficient funding from internal or external sources, it may be required to delay, 
reduce or eliminate certain research and development programs and forego acquisition of certain equipment. The future operations of the Company 
are dependent upon its ability to produce, distribute and sell an economically viable product to attain profitable operations. 


2. SIGNIFICANT ACCOUNTING POLICIES: 


(a) Basis of presentation: 


The consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries. Intercompany accounts 
and transactions have been eliminated. The consolidated financial statements also include the Company's proportionate share of the assets, 
liabilities, revenue and expenses of CWI (note 15). 


These financial statements are presented in accordance with Canadian generally accepted accounting principles. Material measurement 
differences between these principles and accounting principles generally accepted in the United States are disclosed in note 19. 


(b) Cash and cash equivalents: 


Cash and cash equivalents includes cash and term deposits with maturities of ninety days or less when acquired. A total of $668,523 in cash 
has been set aside as security for certain long-term debt obligations (note 9(b)). This amount will be reduced as the principal amounts owing 
on these obligations are paid down. 


(c) Short-term investments: 
Short-term investments, consisting principally of investment grade commercial paper, are recorded at cost plus accrued interest. 
(d) Long-term investments: 


The Company accounts for long-term investments using the equity method to the extent that the Company has significant influence over 
the investee's strategic operating, financing and investing policies. Under the equity method, the Company's proportionate share of 
income or loss is included in the statement of operations and any dividends received are recorded as a reduction of the investment. All other 
long-term investments are accounted for using the cost method, whereby income is recorded in the accounts only to the extent dividends 
are received during the year. The Company's investment in CWI is accounted for using the proportionate consolidation method. 


Long-term investments are reduced to market value only to the extent that the loss in value is other than temporary. 
(e) Equipment, furniture and leasehold improvements: 


Equipment, furniture and leasehold improvements are stated at cost. Amortization is provided as follows: 


Assets Basis Rate 
Computer equipment and software Straight-line 3 years 
Furniture and fixtures Straight-line 5 years 
Machinery and equipment Straight-line 5 years 
Leasehold improvements Straight-line Lease term 


Notes to Consolidated Financial Statements (Expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


2. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED): 


(f) Research and development costs: 


Research expenses are expensed as incurred and are recorded net of government funding received or receivable. Development costs are deferred 
if they meet certain criteria generally related to technical feasibility, market definition and financing availability for future development, 
otherwise they are expensed as incurred. Related investment tax credits reduce research and development expenses in the same year in which 
the related expenditures are charged to earnings, provided there is reasonable assurance the benefits will be realized. As at March 31, 2004 
and 2003, no development costs had been deferred. 


(g) Government assistance: 


The Company periodically applies for financial assistance under available government incentive programs which is recorded in the period 
they are received or receivable. Government assistance relating to the purchase of equipment, furniture and leasehold improvements is 
reflected as a reduction of the cost of such assets. Government assistance related to research and development activities is recorded as a 
reduction of the related expenditures. 


(h) Intellectual property: 


Intellectual property, consisting primarily of the cost of acquired patents, licenses and other intellectual property, is amortized over periods 
ranging from three to five years. 


(i) Impairment of long-lived assets: 


Effective for the Company's fiscal year beginning April 1, 2003, the Company prospectively adopted the recommendations in CICA 
Handbook Section 3063 — “Impairment of Long-Lived Assets". Section 3063 requires that the Company review for impairment of long-lived 
assets, including equipment, furniture, and leasehold improvements and intellectual property, to be held and used whenever events or changes 
in circumstances indicate that the carrying amount of the assets may not be recoverable. If such conditions exist, assets are considered impaired 
if the sum of the undiscounted expected future cash flows expected to result from the use and eventual disposition of an asset is less than 
its carrying amount. An impairment loss is measured at the amount by which the carrying amount of the asset exceeds its fair value. When 
quoted market prices are not available, the Company uses the expected future cash flows discounted at a rate commensurate with the risks 
associated with the recovery of the asset as an estimate of fair value. Prior to April 1, 2003, the amount of the impairment loss was 
determined as the difference between the carrying value and undiscounted cash flow from use. 


(j) Warranty liability: 


Estimated warranty costs are recognized at the time the Company sells its products, and.are included in cost of revenue. The Company 
provides warranty coverage on its products sold for a period of two years from the date the products are put into service by customers. Warranty 
liability represents the Company's best estimate of warranty costs expected to be incurred during the warranty period. Furthermore, the 
current portion of warranty liability represents the Company's best estimate of the costs to be incurred in the next fiscal year. The Company 
uses historical failure rates and cost to repair defective products together with information on known product issues to estimate the 
warranty liability. The ultimate amount payable by the Company and the timing will depend on actual failure rates and cost to repair 
failures of its products. Since many of the Company's products are new in the market, historical data may not necessarily reflect actual costs 
to be incurred and exposes the Company to the potential for significant fluctuations in the warranty liability. 


(k) Revenue recognition: 


Product revenue is recognized, net of estimated costs of returns, allowances, and sales incentives, when the products are shipped and 
title passes to the customers. Shipments of most products and parts sold by CWI originate from Cummins’ facilities. Revenue also includes fees 
earned from performing research and development activities for third parties. Revenue from research and development activities is recognized 
as the services are performed. 


Parts revenue is recognized as the parts are sold. Prior to January 1, 2004, parts revenue represents only the margin on aftermarket engine parts 
sales for engines sold by CWI, as calculated pursuant to the joint venture agreement and allocated to CWI by Cummins. 


On December 16, 2003, the Company and Cummins amended the joint venture agreement (note 15) and effective January 1, 2004, CWI is 
responsible for the pricing and marketing of the aftermarket parts unique to its spark ignited engine product line. To reflect these operational 
changes, from January 1, 2004 parts revenue and cost of parts revenue have been accounted for on a gross basis for financial reporting 
purposes. For the period January 1, 2004 to March 31, 2004, the Company recognized parts revenue, cost of parts revenue and net parts 
margin of $2,236,728, $1,417,302 and $819,426, respectively. 
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Notes to Consolidated Financial Statements (Expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


hs 


SIGNIFICANT ACCOUNTING POLICIES (CONTINUED): 


(I) 


(m) 


(n) 


(0) 


(p) 


(q) 


Income taxes: 


The Company uses the asset and liability method of accounting for income taxes. Under this method, future income tax assets and liabilities 
are determined based on temporary differences between the accounting and tax basis of the assets and liabilities and loss carry forwards, and 
are measured using the tax rates expected to apply when these tax assets and liabilities are recovered or settled. The effect on future tax assets 
and liabilities of a change in tax rate is recognized in income in the period that includes the substantive enactment date. A valuation allowance 
is recorded against any future income tax asset if it is not “more likely than not” that the benefit of these assets will be realized. 


Stock-based compensation plans: 


The Company has an incentive share option plan which is described in note 11(c). The Company accounts for stock options granted on or 
after April 1, 2002 to non-employees using the fair value based method and charges the related compensation expense to operations over 
the service period which normally is the period during which the options vest. For options granted prior to April 1, 2002, no stock-based 
compensation expense was recorded for any stock options granted to either employees, directors, or non-employees. 


The Company has elected to use the intrinsic value method for stock options issued to employees and directors. Under the intrinsic value 
method, stock based compensation is recognized to the extent that the market price of the underlying common shares exceeds the exercise 
price on the date of grant. As the Company only issues options with exercise prices equal to the market price of common shares, no com- 
pensation has been recorded related to stock options granted to employees and directors. The Company discloses the pro-forma effect of 
accounting for stock options granted to employees and directors under the fair value method in note 11(c). 


The Company has an employee share purchase plan, which is described in note 11(d). The Company matches the employees’ contribution 
and recognizes this cost as an expense in the period it is incurred. 


The Company has a Performance Share Unit ("PSU") Plan as described in note 12(a). The value of the units is calculated based on the mar- 
ket price of the Company's common shares and is recorded as compensation expense in the period earned, which generally is the period over 
which the PSU's vest. 

Foreign currency: 


Monetary items denominated in foreign currency are translated to Canadian dollars at exchange rates in effect at the balance sheet date and 
non-monetary items are translated at rates of exchange in effect when the assets were acquired or obligations incurred. Revenues and expens- 
es are translated at rates in effect at the time of the transactions. Foreign exchange gains and losses are included in results from operations. 


The Company's subsidiaries and CWI located outside of Canada are treated as integrated operations. The related accounts of these subsidiaries 
and CWI are translated into Canadian dollars as follows: 


(i) | Revenue and expenses at the average rate of exchange; 
(ii) Monetary items at the rate of exchange in effect at the end of the period; 
(iii) _Non-monetary items at historical rates; and 


(iv) Exchange gains and losses arising from translation ore included in the determination of net loss for the period. 


Use of estimates: 


The preparation of financial statements requires management to make estimates and assumptions that affect the reported amounts of assets 
and liabilities, disclosure of contingent liabilities at the date of the financial statements, and the reported amounts of revenues and expens- 
es during the period. Significant areas requiring the use of estimates include amortization of equipment, furniture and leasehold improvements, 
the determination of future cash flows and discount rate for impairment of long-lived assets, valuation of long term investments and the 
accrual of warranty liability. Actual results could differ from estimates used in the preparation of the consolidated financial statements. 


Loss per share: 


Basic loss per share is calculated using the weighted average number of shares outstanding during the period. Diluted loss per share is com- 
puted similarly to basic loss per share, except that the weighted average shares outstanding are increased to include additional shares from 
the assumed exercise of stock options, warrants, and performance share units, if dilutive. The number of additional shares is calculated by 
assuming that outstanding stock options, warrants, and performance share units were exercised and that the proceeds from such exercised 
were used to repurchase shares of common stock at the average market price during the period. 


Comparative amounts: 


Certain comparative amounts have been reclassified to conform with the presentation adopted in the current year. 
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3. ASSET ACQUISITION: 


On July 3, 2002, the Company purchased substantially all of the assets of GVH Entwicklungsgesellchaft fur Verbrennungsmotoren and 
Energietechnik mbH ("GVH"), of Dortmund, Germany. The GVH assets acquired by the Company were being used by GVH in research and 
development, and include a broad portfolio of gaseous combustion technologies for diesel engines and related intellectual property as well as 
equipment, furniture and leasehold improvements. The aggregate purchase price including acquisition costs of $223,041 was $1,313,808. As 
consideration, the Company issued 22,903 common shares valued at $106,497, and assumed a line of credit and debt obligations totaling $984,270. 
The value of each common share issued was $4.65, which was the closing price of the Company's common shares prior to the date of the 
acquisition. If and when certain milestone conditions are met, the Company may be required to accrue additional consideration in the form of 
common shares to be issued (note 16(c)). 


The cost of the acquisition has been allocated as follows: 


Consideration applied to: 


Equipment, furniture and leasehold improvements $ 623,828 
Intellectual property 689,980 
Total asset acquired $1,313,808 

Consideration paid: 
Common shares $ 106,497 
Assumption of line of credit and other obligations 984,270 
Acquisition costs 223,041 
$1,313,808 


4. RESTRUCTURING COSTS AND WRITE DOWN OF EQUIPMENT, FURNITURE AND LEASEHOLD IMPROVEMENTS: 


During the year ended March 31, 2004, the Company adopted a formal plan for restructuring of its operations, consisting primarily of workforce 
reductions and a shift in focus for CWI. The Company expensed $457,400 of employee termination benefits related to the restructuring. Accrued 
liabilities at March 31, 2004 includes $14,800 related to this restructuring. 


At the same time, the Company made the decision to defer the planned 2004 launch of its Westport cycle ISXG engine. As a result, the Company 
reviewed the carrying value of equipment, furniture and leasehold improvements related to those activities and determined that a writedown was 
appropriate given the uncertainty around the new launch date. Most of the $3,219,469 writedown related to the assets associated with the 
self-contained assembly and test area the Company had been developing. 


In March 2003, the Company adopted a formal plan for restructuring of its operations, consisting primarily of workforce reductions. 
The restructuring costs totaling $1,447,403 consisted of employee termination benefits. No amounts remain payable relating to the March 2003 
restructuring. 


5. LONG-TERM INVESTMENTS: 


2004 2003 

Clean Energy Fuels Corp. (formerly ENRG), at cost (a) $ 9,133,876 $ 9,133,876 
Edge Technologies, Inc., at cost (b) 3,072,410 3,072,410 
$12,206,286 $12,206,286 


(a) On June 13, 2001, BCG eFuels, owned by the Company and BC Gas Inc., merged with Pickens Fuel Corp. of Seal Beach, California. The Company 
received an interest in the merged company, Clean Energy Fuels Corp. ("“CEFC", formerly ENRG), in return for contributing its interest in BCG eFuels 
and US$660,000 in cash. On February 14, 2002, the Company made a further equity investment of US$250,000 in CEFC. CEFC is an owner and 
operator of natural gas refueling facilities. At December 31, 2002, CEFC issued common shares in connection with a business combination. As a 
result, the Company's investment was diluted from 18.5% to 12.0%. As a result of the dilution, the Company has determined that it no longer 
exerts significant influence. Accordingly, effective January 1, 2003, the Company began accounting for its investment using the cost method. 


(b) Edge Technologies, Inc. is the sole supplier of Terfenol-D, a new magnetostrictive alloy that is a key component in the Company's high-speed, 
light-duty natural gas fuel injector. 


(c) In 2003, the value of the investment in CryoFuel Systems, Inc., was fully written off. 
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6. EQUIPMENT, FURNITURE AND LEASEHOLD IMPROVEMENTS: 


Accumulated Net book 

2004 Cost amortization value 
Computer equipment and software $ 4,548,483 $ 3,465,964 $ 1,082,519 
Furniture and fixtures 1,061,931 764,109 297,822 
Machinery and equipment 19,443,525 11,972,841 7,470,684 
Leasehold improvements 7,530,605 5,676,948 1,853,657 
$32,584,544 $21,879,862 $10,704,682 

Accumulated Net book 

2003 Cost amortization value 
Computer equipment and software $ 4,927,320 $ 2,796,278 $ 2,131,042 
Furniture and fixtures 1,059,036 592,486 466,550 
Machinery and equipment 19,355,005 8,310,323 11,044,682 
Leasehold improvements 7,697,082 4,182,291 3,514,791 
$33,038,443 $15,881,378 $17,157,065 


As at March 31, 2004, equipment with a cost of $2,377,174 (2003 - $2,172,924) and a net book value of $743,870 (2003 - $965,742) are 
held under capital lease. Equipment, furniture and leasehold improvements not yet in service and therefore not depreciated at March 31, 2004 


amounted to $310,201 (2003 - $1,930,332). 


7. INTELLECTUAL PROPERTY: 


2004 2003 

Intellectual property acquired from: 
University of British Columbia $1,550,000 $1,550,000 
Edge Technologies, Inc. 750,100 750,100 
GVH (note 3) 689,980 689,980 
Other 324,080 324,080 
3,314,160 3,314,160 
Accumulated amortization (2,466,310) (1,746,635) 
Intellectual property, net of amortization $ 847,850 $1,567,525 


8. DEMAND INSTALLMENT LOAN: 


The Company has a credit facility for maximum borrowings of $13,000,000. Borrowings may be drawn in the form of demand installment loans, 
lease financing, letters of credit, foreign exchange contracts, corporate credit cards and operating lines of credit. Outstanding amounts of the demand 
installment loans drawn under this credit facility bear interest at prime and are repayable over a sixty month period. As at March 31, 2004, the 


outstanding amount payable of $3,206,755 is included in current liabilities as it is repayable on demand by the bank. 
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9. LONG-TERM DEBT OBLIGATIONS: 


2004 2003 

Capital lease obligations (a) $ 391,053 $473,655 
Other debt obligations (b) 675,921 728,614 
Deferred rent payable (c) 189,285 - 
1256259 1,202,269 

Current portion 214,413 369,999 
$1,041,846 $832,270 


(a) The Company has capital lease obligations which have terms of three to six years at interest rates ranging from 6% to 12.3%. 
Minimum annual lease payments are as follows: 


2005 $196,124 
2006 105,813 
2007 86,000 
2008 10,750 
398,687 

Amount representing interest (7,634) 
$391,053 


(b) Other debt obligations consist of bank indebtedness assumed on acquisition of GVH (note 3). these obligations bear interest at rates ranging 
from 3.5% to 4.25% and are secured by certain cash deposits (note 2(b)). $53,134 of this amount is due in 2005 with the remainder due 
in 2006. 


(c) Deferred rent payable represents the difference between actual rent payments and rent expense as a result of the Company renegotiating 
some of its operating leases resulting in a lower payment in earlier years and higher payments in later years. 


10. GOVERNMENT ASSISTANCE: 


From time to time, the Company enters into agreements for financial assistance with government agencies. During the years ended March 31, 
2004 and 2003, government assistance of $8,049,426 and $8,042,190, respectively, was received or receivable by the Company, which has been 
recorded as a reduction of related research and development expenditures or equipment, furniture and leasehold improvements, as appropriate 
in the circumstances. 


Included in the above amounts is funding of $5,372,313 (2003 - $5,556,365) from Technology Partnerships Canada ("TPC") of which 
$1,695,328 is included in accounts receivable (2003 - $5,556,365). TPC is intended to fund 30% of the eligible costs of, among other research 
projects, the adaptation of the Company's technology to diesel engines. Under the terms of the TPC funding agreement, entered into on March 
27, 2003, the Company is eligible to receive an additional $7,971,322 over the next two years. Under the terms of the TPC funding, from fiscal 
2007 to fiscal 2013, inclusive, the Company is obligated to pay annual royalties equal to the greater of $1,350,000 or 0.33% of the Company's 
annual gross revenues from all sources, provided that gross revenues exceed $13,500,000 in any of the aforementioned fiscal years. The royalty 
period may be extended until the earlier of March 31, 2016 or until cumulative royalties total $28,189,000. In addition, on September 30, 2006, 
the Company is required to provide TPC with common share purchase warrants having a value of $4,000,000 calculated based on the Black-Scholes 
option pricing model. The value. of the warrants is being accreted on a straight-line basis to September 30, 2006 as a charge to research and 
development expenses and is classified within shareholders’ equity. 


For the year ended March 31, 2002, the Company received $589,890 from the Government of Canada's Department of Natural Resources, to 
demonstrate at a site in Grande Prairie, Alberta that a low emissions natural gas engine can generate the fuel economy and performance of a diesel 
engine for stationary electric power generation. The total contribution to be received from the Government is $1 million. The Company will be 
obligated to pay a royalty of one percent of future revenue from engines for power generators until the earlier of ten years from the date of the 
funding or when cumulative royalties total $1 million. As at March 31, 2004, there have been no revenue from engines for power generators and 
therefore no royalty payments were made by the Company or are payable. 
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10. GOVERNMENT ASSISTANCE (CONTINUED): 


Aste 


During the year ended March 31, 2001, the Company received $551,075 from British Columbia's Green Economy Development Fund, in 
support of the Company's low-emission, natural gas power generation demonstration project located at its head office. The Company is required 
to pay a royalty of 0.75% from gross revenue received by the Company on certain natural gas fuel systems and the obligation will cease on the 
earlier of the seventh anniversary of the funding contribution date or when the cumulative royalties paid by the Company equal $800,000. As 


at March 31, 2004, no royalties have been paid or are payable. 


SHARE CAPITAL: 


(a) Authorized: 
Unlimited common shares, no par value 


Unlimited preferred shares issuable in series, no par value 


(b) Issued and outstanding: 


Number 

of shares Amount 

Balance, March 31, 2002 50,557,724 $186,065,803 
Options exercised for cash 286,352 593,347 
Performance share units exercised for no additional consideration 450,000 3,150,000 
Shares issued in connection with asset acquisition (note 3) 22,903 106,497 
Shares cancelled (926) (4,500) 
Share issue costs - (46,544) 
Balance, March 31, 2003 51,316,053 189,864,603 
Options exercised for cash 67,177 100,474 
Performance share units exercised for no additional consideration 548,500 2,000,214 
Public offering 12,408,700 23,576,530 
Share issue costs - (1,576,754) 
Balance, March 31, 2004 64,340,430 $213,965,067 


(c) Share options: 


The Company has an incentive share option plan for selected employees, directors, officers and consultants. The options are granted with 
an exercise price not less than the market price of the Company's common shares on the date of grant. The exercise period of the options 
may not exceed eight years from the date of grant and, subject to certain exceptions, vest in three equal annual amounts on the anniversary 
date of the grant. Options granted pursuant to the Company's Executive Compensation Plan (the “Executive Plan”) vest 1/3 if and when 
the stock price increases 20% over the price on the grant date, 1/3 if and when the share price increases 35% and 1/3 if and when the stock 


price increases 50%, subject to a minimum share price of $2. 
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11.SHARE CAPITAL (CONTINUED): 


(c) Share options (continued): 


A summary of the status of the Company's share option plan as of March 31, 2004 and 2003 and changes during the years then ended is 
presented as follows: 


2004 2003 

Weighted average Weighted average 

Shares exercise price Shares exercise price 

Outstanding, beginning of year 3,811,909 $4.61 3,543,933 $4.50 
Granted 903,571 1.61 764,485 4.08 
Exercised (67,177) (1.50) (286,352) (2.07) 
Cancelled (1,393,615) (2.49) (210,157) (4.27) 
Outstanding, end of year 3,254,688 $3.93 3,811,909 $4.61 
Options exercisable, end of year 2,620,021 $4.11 3,337,066 $4.33 


The following table summarizes information about share options outstanding at March 31, 2004: 


Number Weighted Number 

outstanding, average Weighted exercisable Weighted 

Range of exercise March 31, remaining average March 31, average 
prices 2004 contractual life exercise price 2004 exercise price 
$1.38 to $1.68 417,563 es) $1.47 393,236 $1.48 
$1.71 to $1.90 394,802 US 1279 81,470 ie7As) 
$2.10 to $2.40 33,700 0.1 2.35 33,700 2235 
$2.60 to $2.97 58,807 6.7 2.66 25,474 2.73 
$3.30 to $3.94 978,926 Shi/ 3.49 943,926 3.50 
$4.09 to $4.14 731,886 1.4 4.13 612,211 4.13 
$4.70 to $5.89 367,525 4.4 4.94 298,527 4.91 
$7.00 to $8.80 144,064 4.9 7.90 SNA SIS) 8.05 
$11.60 to $13.45 72,415 2.6 12.38 59,082 12.34 
$17.55 to $17.65 55,000 lez 16.63 55,000 16.63 
3,254,688 3:3 $3.93 2,620,021 $4.11 


Of the outstanding stock options, 250,000 were granted pursuant to the Executive Plan. None of these options have vested as none of the 
hurdle share prices had been reached as of March 31, 2004. 


During the year ended March 31, 2004, the Company recognized stock-based compensation expense of $51,106 (2003 - $40,664) related to options 
granted to non-employees. Had compensation expense for the stock options granted to employees and directors in the years ended March 31, 2004 
and 2003 been determined based on their fair value, calculated using the Black-Scholes option pricing model at the date of grant, the Company's net 
loss and loss per share for the year ended March 31, 2004 and 2003 would have been adjusted to the pro forma amounts indicated below: 


2004 2003 
Net loss - as reported $(37,721,841) $(48,509,816) 
Stock-based compensation - as reported PS D2 Sif 926,556 
Basic and fully diluted loss per common share- as reported (0.64) (0.95) 
Net loss - pro forma (38,556,956) (50,167,854) 
Stock-based compensation - pro forma 2,150,352 2,584,594 
Basic and fully diluted loss per common share- pro forma (0.65) (0.99) 


The fair value of the options granted was determined using the Black-Scholes option pricing model using the following weighted average assumptions: 
expected dividend yield - nil% (2003 - nil%); expected stock price volatility - 113% (2003 - 96%); risk free interest rate - 2.98% (2003 - 3.07%); 
expected life of options - 4 years (2003 - 4 years). The weighted average grant date fair value was $1.10 for options granted during the year ended 
March 31, 2004 (2003 - $2.76). 
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11.SHARE CAPITAL (CONTINUED): 


(d) 


(e) 


Employee share purchase plan: 


The Company has an employee share purchase plan (“ESPP"), in which full-time employees of the Company are eligible to participate. Eligible 
employees may make contributions to the ESPP of up to 10% of their regular base pay each year. The Company matches 50% of the 
employees’ contributions. Shares are purchased by the Company on a semi-monthly basis on the open market. Shares purchased on behalf 
of the employee with the employee's contribution vest in the employee immediately. Shares purchased with the Company's contribution vest 
on December 31st of each year, so long as the employee is still employed with the Company. 


Loss per share: 


Diluted loss per share does not differ from basic loss per share as the impact of dilutive securities, including stock options, warrants, and 
performance share units, are anti-dilutive. 


12.OTHER EQUITY INSTRUMENTS 


2004 2003 

Value assigned to performance share units (a) $1,864,808 $2,600,892 
Value assigned to TPC warrants (b) 1,142,857 - 
$3,007,665 $2,600,892 


(a) 


Performance share units: 


At the Company's 2003 annual general meeting, the shareholders of the Company ratified and approved the 2003 Performance Share Unit 
Plan (the “2003 PSU Plan") and reserved 2,500,000 common shares under this plan. The 2003 PSU Plan is in addition to the Performance 
Share Unit Plan approved by the shareholders on September 10, 2001 (the “2001 PSU Plan”). Each unit (“PSU") issued pursuant to the 2003 
PSU Plan is exercisable into one common share of the Company for no additional consideration. Any employee, contractor, director or 
executive officer of the Company who is selected by the Board of Directors of the Company is eligible to participate in the 2003 PSU Plan. 
The Executive Plan sets out provisions where the PSU's will be granted to the Company's executive management if specific performance 
milestones are achieved as established by the Human Resources and Compensation Committee in consultation with the Company's 
management. These performance milestones are focused on achievement of key cash management, profitability and revenue growth 
objectives. Each PSU vests 1/3 on the grant date and 1/3 on each anniversary thereafter for a period of two years. 


On April 30, 2004, the Company granted 1,190,759 PSU's pursuant to the 2003 PSU Plan. The value assigned to issued PSU's and amounts 
accrued are recorded as other equity instruments. As PSU's are exercised and the underlying shares are issued from treasury of the 
Company, the value is reclassified to share capital. During the year ended March 31, 2004, the Company recognized $1,264,130 (2003 - 
$885,892) of stock-based compensation associated with the 2001 PSU Plan and 2003 PSU Plan. 


The stock-based compensation associated with the PSU plans and the stock option plan as described in note 11(c) is included in operating 
expenses as follows: 


2004 2003 


Research and development $ 256,001 $166,029 
General and administrative 1,059,236 176,125 
Sales and marketing - 58,400 
Restructuring costs = 526,002 


Sips 257 $926,556 


Notes to Consolidated Financial Statements (expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


12. OTHER EQUITY INSTRUMENTS (CONTINUED): 


(a) Performance share units (continued): 


A summary of the status of the PSU's issued under the 2001 PSU Plan and the 2003 PSU Plan as of March 31, 2004 and 2003 and changes 
during the years then ended is as follows: 


Units 

Outstanding, March 31, 2002 695,000 
Units exercised (450,000) 
Units granted 606,775 
Outstanding, March 31, 2003 851,775 
Units exercised (548,500) 
Units granted 78,225 
Outstanding, March 31, 2004 381,500 


—_—_—_————-?vn R sgxgkxRkRkxvT™XUO__—OC— lOO) — — — ———————— 


(b) TPC warrants: 


Under the terms of the agreement with TPC (note 10), warrants with a fair value of $4,000,000 based on the Black-Scholes pricing model 
will be issued on September 30, 2006. The value of the warrants is being accreted on a straight-line basis to September 30, 2006. For the 
year ended March 31, 2004, accretion totaling $1,142,857 (2003 — $nil) has been included in research and development expenses. 


13. RESEARCH AND DEVELOPMENT EXPENSES: 


Research and development expenses are recorded net of program funding received or receivable. For the years ending March 31, 2004 and 2003, 


the following research and development expenses had been incurred and program funding received or receivable: 


2004 2003 
Research and development expenses $34,139,542 $45,894,482 
Program funding (8,049,426) (8,042,190) 
Net research and development expenses $26,090,116 $37,852,292 


In 2004 and 2003, the program funding is comprised mainly of funding from TPC, which was used to fund research projects including the 


adaptation of the Company's technology to diesel engines. 


14. INCOME TAXES: 


(a) The Company's income tax recovery differs from the amounts computed by applying the combined Canadian federal and provincial tax rates 


of 37.12% (2003 - 39.10%) as follows: 


2004 2003 
Loss before income taxes $(37,721,841) $(48,509,816) 
Expected income tax recovery $(14,002,348) $(18,967,338) 
Tax effect of: 
Change in enacted tax rates 159,968 1,695,999 
Change in valuation allowance 12,148,587 14,403,665 
Loss of CWI taxed at lower rate 383,342 1,067,181 
Non-deductible stock-based compensation 488,215 362,283 
Investment tax credits - 1,225,885 
Other 822,236 212,325 
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14. INCOME TAXES (CONTINUED): 


(b) The tax effect of the significant temporary differences which comprise tax assets and liabilities, at March 31, 2004 and 2003 are as follows: 


2004 2003 
Future tax assets: 

Net operating loss carry forwards © $35,636,197 $32,143,645 

Scientific research and development expenditures 
carry forwards 19,880,294 12,009,081 
Equipment, furniture and leasehold improvements 2,401,013 762,152 
Warrant liability 2,755,867 2,501,530 
Share issue costs 1,237,875 1,5197657 
Intellectual property 780,872 524,524 
Capital lease obligations 447,480 428,248 
Long-term investments 296,589 296,589 
Restructuring costs - 328,203 
Total gross future tax assets 63 436,187 50,513,629 
Valuation allowance (63,436,187) (50,513,629) 


Total future tax asset $ - $ - 


In determining the valuation allowance, management considers whether it is more likely than not that some portion or all of the future tax assets 
will not be realized. The ultimate realization of future tax assets is dependent on the generation of future income during the periods in which those 
temporary differences become deductible. Since evidence does not exist that the future income tax assets will be fully realized, a valuation allowance 
has been recorded. 


(c) The Company has non-capital loss carry forwards in Canada available to offset future taxable income which expire as follows: 


2005 $ 78,288 
2006 1,272,358 
2007 5,147,876 
2008 11,650,228 
2009 1,517,638 
2010 15,063,378 
2011 12,197,004 

$46,926,770 


CWI has net operating loss carry forwards in the United States totalling $51,230,519 of which $14,903,510 expire in 2022, $21,446,917 expire 
in 2023 and the remainder expire in 2024. The Company's German subsidiary has loss carry forwards of $2,357,785 which may be carried 
forward indefinitely to offset taxable income in Germany. 


(d) Unclaimed scientific and experimental development expenditures total approximately $55,800,000 and carry forward indefinitely. 


(e) Unclaimed investment tax credits expire in: 


2007 $ 4,596 
2008 52,945 
2009 323,893 
2010 1,226,182 
2011 6,985,981 
2012 4,593,780 

$13,187,377 
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15. INVESTMENT IN CUMMINS WESTPORT INC.: 


The Company entered into a joint venture with Cummins on March 7, 2001. The joint venture, CWI, was formed to explore a range of product 
and technology opportunities using natural gas as fuel. The Company provided personnel, financing and key technologies for the venture, while 
Cummins provided an existing product line, manufacturing, product distribution and customer service functions, as well as key management and 
engineering personnel. 


From inception until December 31, 2003, the Company was responsible for capital contributions to fund operations. Initially and to December 
31, 2003, the Company owned 100% of the common shares and Cummins owned 100% of the non-participating preferred shares which were 
convertible into common shares for no consideration at the option of Cummins. 


On December 16, 2003, the Company and Cummins amended the joint venture agreement to have CWI focus on and develop markets for 
alternative fuel engines. In addition, the two companies signed a Technology Partnership Agreement that creates a flexible arrangement for future 
technology development between Cummins and the Company. Under the terms of the amended joint venture agreement, Cummins exercised 
the conversion feature of the preferred shares effective January 1, 2004. However, the Company remains responsible for the profit and loss of 
CWI through CW's fiscal 2004 year which runs from January 1 to December 31, 2004. Based on its economic interest in CWI, the Company will 
continue to consolidate 100% of the results of operations from CWI until December 31, 2004. From January 1, 2005 forward, Cummins will share 
equally in the profits and losses of CWI and the Company's economic interest and proportionate share of the assets, liabilities, revenues and 
expenses will be reduced to 50%. The amended joint venture agreement also changes and clarifies certain rights and responsibilities of the Company, 
Cummins and CWI under its terms. 


Pursuant to the amended joint venture agreement, effective January 1, 2004 CWI is responsible for the pricing, marketing, warranty, order 
fulfillment and supplier selection of the aftermarket parts unique to its spark-ignited engine product line. To reflect these operational changes, as 
of January 1, 2004, CWI has accounted for parts revenue and cost of parts revenue on a gross basis for financial reporting purposes (note 2(k)). 
Prior to January 1, 2004, CWI and the Company, recognized parts sales on a net basis and recorded only the parts margin (ie. parts revenue, net 
of cost of sales and certain marketing charges) as parts revenue. 


The consolidated financial statements include the Company's 100% share of the assets, liabilities, revenues and expenses of CWI as follows: 


2004 2003 
Current assets: 

Cash and cash equivalents $ 574 $ 644,842 

Accounts receivable 2,676,956 337,716 

Prepaid expenses 187,190 : 

$ 2,864,720 $ 982,558 
Equipment, furniture and leasehold improvements $ - $ 1,002,113 
Current liabilities: 
Accounts payable and accrued liabilities $ 650,720 $ 3,598,066 
Current portion of warranty liability 3,814,163 4,186,348 
$ 4,464,883 $ 7,784,414 
Long term liabilities: 

Warranty liability $ 4,059,744 $ 2,960,881 
Product revenue $27,206,024 $20,474,280 
Parts revenue 4,316,336 3,628,727 

31,522,360 24,103,007 
Cost of revenue and expenses: 

Cost of product revenue 21,608,829 16,223,321 

Research and development 17,210,543 29,036,411 

General and administrative A207 177, 923,441 

Marketing 4,780,388 2,446,183 

44, 806,937 48,629,356 
Loss before undernoted 13,284,577 24,526,349 
Writedown of equipment, furniture and leasehold improvements 2,631,045 
Loss for the year $15,915,622 $24,526,349 
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16. COMMITMENTS AND CONTINGENCIES: 


(a) The Company has obligations under operating lease arrangements which require the following minimum annual payments during the 
respective fiscal years: 

2005 $ 872,215 

2006 1,043,541 

2007 1,061,716 

2008 1,221,577 

2009 1,236,668 

Thereafter 927 243 
$6,362,960 

(b) The Company has an outstanding letter of credit of $600,000. 

(c) Shares to be issued: 


Additional consideration relating to the GVH acquisition (note 3) of up to 3,850,886 Euros (approximately $5,789,000) may be payable when 
three pre-defined milestones are achieved and announced. This contingent consideration has been excluded from the purchase equation set 
out in note 3. Two of the three milestones relate to the issuance of patents regarding hot surface ignition. The third milestone relates to the Company 
entering into an agreement with an engine manufacturer to commercialize hot surface ignition technology. This contingent 
consideration will be paid for through the issuance of shares of the Company. The shares will be issued and priced only when the pre-defined 
milestones are achieved and not before July 3, 2006. If any milestone is achieved prior to July 3, 2006, the Company will accrue a 
corresponding amount to be paid as an increase to Intellectual Property, and as an increase to Shareholders’ Equity, classified as Shares to be 
Issued. In April 2004, one of the three milestones related to the issuance of patents was achieved and up to 962,722 Euros (approximately $1,551,426) 
worth of shares may become issuable which will be recorded as an increase in intellectual property in the first quarter of fiscal 2005. 


17. FINANCIAL INSTRUMENTS: 


18. 


(a) 


(b) 


(c) 


Fair values: 


The carrying amounts reported in the balance sheets for cash and cash equivalents, short-term investments, accounts receivable, and accounts 
payable and accrued liabilities approximate their fair values, due to the short terms to maturity of these instruments. The carrying value of 
the warranty obligation represents management's best estimate of its fair value. 


The carrying value reported in the balance sheets for obligations under capital lease, which is based upon discounted cash flows, including 
interest payments, approximates fair value. The fair value of the Company’s demand installment loan and other long-term debt obligations 
is not materially different from its carrying value based on market rates of interest. 


The fair value of the Company's long-term investments in private companies as described in note 5 is not determinable with sufficient 
reliability due to the absence of a readily available market for the shares of these investees. 
Concentrations of credit risk: 


The Company is exposed to credit risk only with respect to uncertainties as to timing and amount of collectability of accounts receivable. 
41% (2003 - 83%) relates to government grants receivable and 41% (2003 - 10%) is due from Cummins relating to proceeds for the sale 
of products collected by Cummins on the Company's behalf. 


Foreign currency risk: 


Foreign currency risk is the risk to the Company's results from operations that arises from fluctuations in foreign currency exchange rates. All 
of the revenue and a significant portion of the expenses realized by CWI and recognized by the Company are denominated in United States 
dollars. The Company has not entered into foreign exchange contracts to hedge against gains and losses from foreign currency fluctuations. 


SEGMENTED INFORMATION: 


The Company currently operates in one operating segment which involves the research and development and the related commercialization 


of en 


gines and fuel systems operating on gaseous fuels. The majority of the Company's equipment, furniture and leasehold improvements are 


located in Canada. For the year ended March 31, 2004, 84% (2003 - 81%) of the Company's revenue was from sales in the United States and 


16% 


(2003 - 19%) from sales outside of North America. 


Notes to Consolidated Financial Statements ‘expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


19. UNITED STATES GENERALLY ACCEPTED ACCOUNTING PRINCIPLES: 


These consolidated financial statements have been prepared in accordance with generally accepted accounting principles in Canada (“Canadian 
GAAP") which differ in certain respects with accounting principles generally accepted in the United States (“US GAAP"). Material issues that could 
give rise to measurement differences to these consolidated financial statements are as follows: 


(a) Income taxes: 


Under both Canadian and United States GAAP, future income tax assets and liabilities are measured using the income tax rates and income 
tax laws that, at the balance sheet date, are expected to apply when the assets are realized or the liabilities are settled. In Canada, announce- 
ments of changes in income tax rates and tax laws by the government can have the effect of being substantially enacted at the balance sheet 
date even though the effective date is subsequent to the balance sheet date. When persuasive evidence exists that the government is able 
and committed to enacting proposed changes in the foreseeable future, the substantively enacted rate is used to measure the future tax assets 
and liabilities. Under US GAAP, only the income tax rates and income tax laws enacted at the balance sheet date are used to measure the 
future income tax assets and liabilities. For the years ended March 31, 2004 and 2003, enacted rates for US GAAP purposes were equal to 
rates used for Canadian GAAP purposes. 


(b) Investments in securities: 


For US GAAP purposes, the Company's short-term investments would be classified as “available-for-sale" securities. This requires that 
unrealized gains and losses be recognized as a separate component in shareholders’ equity. As described in note 17(a) the fair value of the 
short-term investments is not materially different from cost and no adjustment is required. 


(c) Stock-based compensation: 


As described in note 11(c), the Company has granted share options to certain directors, consultants and employees. These options are 
granted for services provided to the Company. For US GAAP purposes, Statement of Financial Accounting Standards No. 123 (“FAS 123") 
requires that an enterprise recognize or, at its option, disclose the impact of the fair value of employee share options and other forms of 
employee stock-based compensation in the determination of results from operations. The Company has elected under FAS 123 to 
continue to measure compensation cost for share options granted to employees by the intrinsic value method set out in APB Opinion No. 
25. Where options are granted at exercise prices based on the market price of the Company's shares at the date of grant, no intrinsic value 
adjustment is required. Where options are granted having exercise prices less than the market price, a compensatory benefit would be 
recognized as a charge against results from operations for the difference. In addition, options granted to non-employee consultants are 
measured at their fair value as services are provided and the options are earned. All employee share options have been granted with 
exercise prices equal to the market price of the Company's common shares on the date of grant. However, for Canadian GAAP, only options 
granted on or after April 1, 2002 were accounted for as described above. For U.S. GAAP purposes, options granted to non-employees prior 
to April 1, 2002 would have been accounted for using the fair value method. Accordingly, for the year ended March 31, 2004, additional 
compensation expense of $793,963 would have been recognized for U.S. GAAP purposes. 


During the year ended March 31, 2002, 702,217 employee share options had their exercise price reduced to $4.14 per share. At the date of 
repricing, the market price of the Company's common shares was $4.14. These options had original exercise prices ranging from $7.00 to $17.55. 
Under US GAAP, all repriced options require variable accounting from the date of modification to the date the awards are exercised, forfeited 
or expire. Under variable accounting, the difference between the market price at each reporting date and the new exercise price is recognized 
as compensation expense over the vesting period of the awards. For the year ended March 31, 2004, no compensation expense would have 
been charged to operations (2003 - recovery of $1,054,684). 


For options granted on or after April 1, 2002, recognition and measurement of stock-based compensation for United States GAAP purposes is 
the same as Canadian GAAP. Had compensation cost for share options granted prior to April 1, 2002 been determined based on fair value at 
the grant dates of the share options and charged to results from operations over the vesting period of the options consistent with the 
measurement provision of FAS 123, pro forma net loss under United States GAAP would have been increased by an additional $168,935 for 
the year ended March 31, 2004 (2003 - $460,802). Pro forma net loss for United States GAAP purposes would have been $38,800,179 (2003 
- $49,555,186) and pro forma net loss per share in accordance with US GAAP would have been $0.66 (2003 - $0.97). The fair value of these 
options has been determined using the Black-Scholes option pricing formula using the same weighted average assumptions described in note 
11(c) for years ended March 31, 2004 and 2003, and the following weighted average assumptions for options granted prior to April 1, 2003: 
expected dividend yield - nil%; expected stock price volatility - 112.64%; risk free interest rate - 2.98%; expected life of options - 4 years. 


(d) Research and development costs: 


For US GAAP purposes, research and development costs are expensed as incurred. In these financial statements intellectual property, 
consisting mainly of the cost of acquired patents, licenses and intellectual property acquired on business combinations in prior years, is 
considered to be used in research and development activities and would be expensed as incurred under US GAAP. Accordingly, amortization 
of intellectual property recorded under Canadian GAAP, would not be required to be recognized under U.S. GAAP. 
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Notes to Consolidated Financial Statements (expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


19. UNITED STATES GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (CONTINUED): 


(e) 


(f) 


(g) 


Value assigned to TPC warrants: 


Under Canadian GAAP, the value assigned to the TPC warrants is classified in shareholders’ equity. For US GAAP purposes, SFAS 150, “Certain 
Obligations to Issue a Variable Number of Shares" requires that a financial instrument other than an outstanding share that embodies a 
conditional obligation that the issuer must or may settle by issuing a variable number of its equity shares shall be classified as a liability if, 
at inception, the monetary value of the obligation is based solely or predominately on a fixed monetary amount. As the monetary value of 
the TPC warrants is known at inception resulting in a variable amount of equity shares potentially issuable, the value assigned to the TPC 
warrants would be reflected as a long-term liability for US GAAP purposes. 


Investment in Cummins Westport Inc.: 


The Company's interest in CWI is recognized using the proportionate consolidation method under Canadian GAAP. Under US GAAP, entities 
in which the Company owns a majority of the voting share capital would be fully consolidated and those over which the Company 
exercises significant influence, would be accounted for using the equity method. Accordingly, for US GAAP purposes this investment would 
be accounted for by the equity method. This would result in reclassifications in the consolidated financial statements as at and for the years 
ended March 31, 2004 and 2003 to eliminate the amounts reported in note 15 and recognize the net amount in a single line classification. 
In accordance with practices allowed by the US Securities and Exchange Commission, the Company has elected, for the purposes of this 
reconciliation, to account for its interest in CWI using the proportionate consolidation method. 


Restructuring costs: 


For United States GAAP purposes, restructuring costs of $457,400 and $1,447,403 in 2004 and 2003 respectively, and write-down of 
equipment, furniture and leasehold improvements of $3,219,469 would be included in cost of revenue and expenses. 
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Notes to Consolidated Financial Statements (expressed in Canadian dollars) 


For the years ended March 31, 2004 and 2003 


19. UNITED STATES GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (CONTINUED): 


(h) Effect of US GAAP differences: 


The effect of these accounting differences on total assets, shareholders’ equity, deficit, loss and loss per share under United States accounting 
principles are as follows: 


2004 2003 
Total assets, Canadian GAAP $ 50,148,652 $ 66,397,437 
Intellectual property (d) (847,850) (1,567,525) 
Total assets, US GAAP $ 49,300,802 $ 64,829,912 
Total long-term liabilities, Canadian GAAP Sue), 101,590 Sop 357931540 
Value assigned to TPC warrants (e) 1,142,857 - 
Total long-term liabilities, US GAAP $ 6,244,447 $ 37933154 
Shareholders’ equity, Canadian GAAP $ 34,068,264 $ 47,231,762 
Intellectual property (d) (847,850) (1,567,525) 
Value assigned to TPC warrants (e) (1,142,857) - 
Shareholders’ equity, US GAAP Sas2) 0777557, $ 45,664,237 
Deficit, Canadian GAAP . $(182,996,238) $(145,274,397) 
Difference in accounting for: 
Stock-based compensation for non-employees (c) (2,164,551) (1,370,588) 
Effect of repricing of share options (c) (218,698) (218,698) 
Intellectual property (d) (847,850) (1,567,525) 
Deficit, US GAAP $(186,227,337) $(148,431,208) 
Loss for the year, Canadian GAAP $ (37,721,841) $ (48,509,816) 
Stock-based compensation for non-employees (c) (793,963) . 
Effect of repricing of share options (c) - 1,054,684 
Intellectual property acquired (d) - (689,980) 
Amortization of intellectual property (d) 7ADIC75 708,766 
Loss for the year, US GAAP $ (37,796,129) $ (47,436,346) 
Loss per share, US GAAP $ (0.64) $ (0.93) 


Loss for the years ended March 31, 2004 and 2003 equals comprehensive loss under US GAAP. 
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